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I—THE PURPOSES OF ASSET CLASSIFICATION 


Accounting classification of assets 
serves two main purposes: it is an aid 
to thought about accounting processes, 
particularly the determination of profit, 
and it is an aid to interpretation of ac- 
counting statements, such as the balance 
sheet. For brevity, these two purposes 
may be called respectively the theoretical 
purpose and the practical purpose. 

One distinction well-entrenched in ac- 
counting practice is that between fixed 
assets and circulating assets. For a long 
time American accountants have used the 
term current assets instead of circulating 
assets, and this term has now been adop- 
ted in U.K. and recognized in the 1948 
Companies Act. It is intended in this 
article to discuss the validity of the dis- 
tinction between fixed and current assets 
and to question its usefulness for some, at 
least, of the objectives of accounting. 
This, of course, will involve examination 
of both the theoretical and the practical 
purpose. It will also involve consideration 
of the appropriateness of the titles given 
to the two classes of assets. 

There is nothing new in recognition of 
the difference between classification for 
theoretical purposes and classification for 
practical purposes. In Accounting Con- 
cepts of Profit, published in U.S.A. in 
1939, Stephen Gilman suggested classifica- 
tion of assets into three mutually exclu- 

*Page 300. 

*April 1944, p. 114. 


sive groups: cash, deferred charges to 
eash, and deferred charges to future in- 
come. In a later article in The Accounting 
Review" he denied ‘‘any thought that such 
a classification should be employed in the 
actual preparation and presentation of 
balance sheets,” and went on to say: “If 
the classification possesses merit it is only 
the merit of aiding clearer thinking.” 
Similarly, in The Accountant, 10 De 
cember 1949°, Harry Norris criticised the 
“arbitrariness of treatment involved in 
the present indefensible division of assets 
into ‘fixed’ and ‘eurrent’.” Like Gilman, 
he emphasised that his criticism was not 
concerned with balance sheet presenta- 
tion. Both Gilman and Norris believe that 
inventories are more nearly akin to 
“fixed” assets than to such “current” 
assets as cash and book debts, and that 
the essential similarity of inventories and 
plant, as deferred charges to future in- 
come (in Gilman’s phrase) or expenditure 
in suspense (in Norris’ terminology) logi- 
cally requires that they shall be accounted 
for in the same way. There, however, they 
part company. Gilman thinks all deferred 
charges to future income, including in- 
ventories, should be accounted for “at 
actual cost, as nearly as actual cost can 
be determined.’”* Norris thinks that the 
lower of cost or market rule for inven- 
tories is valid,® and.that the “necessary 


‘ 


* Page 616. 
* Accounting Concepts of Profit, p. 473. 
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Classification of Assets—continued 


corollary is that a loss on a particular 
durable asset ought also to be recorded’”® 
in the measurement of profit. These dif- 
ferences in conclusions are interesting as 
an indication of the extent of the area still 
left for controversy on so fundamental a 
point of accounting theory, but their fur- 
ther examination is beyond the scope of 
this article. For present purposes, the 
important point is the similarity of the 
two criticisms of the fixed-current basis of 
classification for the theoretical purpose. 


On the other hand, in a rejoinder to 
Norris in The Accountant, 14 January 
1950," H. C. Edey defended the fixed- 
current classification on the main ground 
that ‘‘readers of the balance sheet should 
know what the ‘short-term’ assets may be 
expected to realise in the ordinary course 
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of business.’’ This is the practical pur. 
pose. In other words, Norris and Edey 
were thinking about two quite different 
questions. The utility of the fixed-current 
classification for the practical purpose de- 
pends, of course, upon the uses to which 
balance sheets are put. These uses are 
many and diverse. Balance sheets are a 
means of informing owners, managers, 
prospective investors, income tax authori- 
ties and other government agencies, the 
Courts, customers, suppliers, employees, 
and — as F. Sewell Bray is now s0 
persuadingly pleading — economists and 
national income statisticians. A classifica- 
tion which is most useful to one of these 
readers of a balance sheet may not be so 
useful to other readers. It seems, there- 
fore, that in considering the practical pur- 
pose of asset classification we shall need 
to examine several facets of the problem. 


II.—ORIGIN OF THE ACCOUNTING DISTINCTION BETWEEN 
FIXED AND CIRCULATING ASSETS 


It appears to be implicity assumed that 
the distinction between fixed and circu- 
lating assets has been accepted and used 
by accountants ever since accounting 
theory began to emerge from attempts to 
philosophise about the double-entry mech- 
anism. This is scarcely a matter for sur- 
prise, since most accountants now living 
have been accustomed to the use of the 
distinction during the whole of their 
working life. Indeed, an economist, speak- 
ing of the term ‘‘fixed capital,’’ has said 
‘The term is rather a curious one, having 
been borrowed by economists from ac- 
counting practice.’”® 

It would be interesting, and possibly 
useful, to discover when the practice of 
classifying assets as fixed or circulating 
first began in accounting. Opportunities 
for this kind of historical research in Aus- 
tralia are, of course, greatly restricted, 
for there are few original accounting 
records in this country. It would be in- 
teresting also to know when the Ameri- 


* Accounting Theory, p. 69. 

***Fixed Assets and Current Assets—lIllogicali- 
ties of Classification,’’ The Accountant, 10 Decem- 
ber 1949, p. 618. 

"Page 33. 

*J. R. Hicks, The Social Framework, p. 74. 

* Neither the evidence given to the Cohen Com- 
mittee by the Institute of Chartered Accountants 
in England and Wales nor the report of the Cohen 
Committee explains why the change was made. 


cans first began to use the term ‘‘current 
assets,’’ and the reason which led British 
accountants to adopt that term in place 
of ‘‘circulating assets.’’® 

Ever since Adam Smith, economists 
have been contrasting fixed capital with 
circulating or floating capital; and, when- 
ever the use of the terms ‘‘fixed’’ and ‘‘cir- 
culating,’ as applied to assets, began in 
accounting, it is certain that they were 
not used in 1776. The word ‘‘capital’’ is 
used in several senses in economics: as 
productive equipment, as ‘‘waiting,’’ and 
as the source of income.’® The first of 
these senses closely resembles the sense in 
which the word ‘‘assets’’ is used in ac- 
counting, and J. R. Hicks™ and F. Sewell 
Bray’? have shown us how the accounting 
concept of assets can be reconciled with 
the economic concept of capital. 

On the face of it, therefore, it seems 
likely that the terms ‘‘fixed assets’’ and 
‘circulating assets’? were taken by ac- 
counting from economic language, and 





*See L. M. Fraser, Economic Thought and 
Language, chap. XIV. 


“The Social Framework, chap. IX. 


* The Measurement of Profits, p. 16; and Social 
Accounts and the Business Enterprise Sector of the 
National Economy, p. 5. 
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Classification of Assets—continued 

not vice versa. A. C. Littleton’s Account- 
ing Evolution to 1900 makes no mention 
of the use of either term apart from 
Thomas Jones’ reference, in his Principles, 
published in 1841, to fixed property as 
‘divided into cash, bills receivable, and 
bills payable or personal indebtedness, or 
book debts’’** (which is clearly not the 
sense in which ‘‘fixed assets’’ is used to- 
day either in accounting or in economics). 
He does, however, mention, as a mine- 
teenth century development, Pilsen’s ref- 
erence (1877) to property which is for use 
and not for sale,** which is coming close 
to one of the several modern definitions 
of ‘‘fixed assets.’’ 

The form of balance sheet given in 
Table A of the Companies Act 1862 
showed assets classified as under: 

Property held by the company : 
Immovable property— 
Freehold land 
Freehold buildings 
Leasehold buildings 
Movable property— 
Stock in trade 
Plant 
Debts owing to the company: 
Secured debts considered yzood 
Unsecured debts considered good 
Debts considered doubtful and 
bad 
(Any debt due from a director or 
other officer of the company 
to be separately stated) 
Cash and investments. 

There is here no hint of the distinction 
between fixed and circulating assets. It is 
worth particular notice that stock in trade 
is grouped with plant as ‘‘movable pro- 
perty,’’ and that, so far as plant is con- 
cerned, the form contains the instruction 
“‘the cost to be stated with deductions for 
deterioration in value as charged to the 
Reserve Fund or Profit and Loss.’’ Nor 
does the use of the terms ‘‘fixed’’ or ‘‘cir- 
culating’’ appear in the forms of balance 
Sheets prescribed in the Gas Works 
Clauses Act 1871, the Electric Lighting 
Act 1882, the Building Societies Act 1894, 
the Friendly Societies Act 1896, the Assur- 
ance Companies Act 1909, or the Railway 
Companies (Accounts and Returns) Act 
1911. The Companies (Consolidation) Act 





"8 Accounting Evolution to 1900, p. 174. 
“Ibid., p. 151. 
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1908, however, required that the balance 
sheet must contain a summary of share 
capital, liabilities, and assets, giving such 
particulars as will disclose the general 
nature of those liabilities and assets, and 
how the values of the fixed assets have 
been arrived at. 

The 1929 Act added the requirement 
that the balance sheet must distinguish 
between the amounts respectively of the 
fixed assets and of the floating assets. 

The natural inference is that the prac- 
tice of distinguishing in accounting be- 
tween fixed and circulating (or ‘‘float- 
ing’’) assets originated late in the nine- 
teenth century or early in the twentieth. 
This inference is strongly supported by 
the history of legal actions relating to 
divisible profits of companies. 

In 1889 began a famous chain of cases 
in which stress was laid on the distinction 
between fixed and circulating capital. 
This is what Palmer’s Company Prece- 
dents** had to say about the earliest of 
these cases : 

‘** As the Court of Appeal has laid stress 
on the importance of the distinction be- 
tween fixed capital and circulating capi- 
tal, it may be convenient to follow out 
that distinction to some extent. The dis- 
tinction was first put forward in the 
Courts by the learned counsel for the de- 
fendants in Lee v. Neuchatel, 41 C.D. 1. 
‘The appellant forgets the distinction 
drawn by economists—which is a very 
substantial one—between fixed capital, 
the money expended in purchasing which 
is sunk once for all, and circulating capi- 
tal, like stock in trade, which in the ordin- 
ary course of business, is parted with and 
replaced by other’.’’ 

The learned author goes on to quote ex- 
tracts from Adam Smith, Ricardo, J. 8. 
Mill, Marshall, Bonamy Price, and Mac- 
leod showing the different definitions of 
the two terms used by different econo- 
mists. Probably, at the time of this case 
(1889), the definitions generally accepted 
by economists would be those of J. S. Mill, 
which had been adopted by Marshall. <Ac- 
cording to Mill, cireulating capital ‘‘per- 
forms the whole of its office in the pro- 
duction in which it is engaged by a single 
use,’’ in contrast to fixed capital which 
‘‘exists in a durable shape, and the return 


Sixth Edition (1895), p. 436. Italics are mine. 
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Classification of Assets—continued 


to which is spread over a period of cor- 
responding duration.” Ricardo had made 
the distinction turn on whether the capi- 
tal goods are “of slow consumption or re- 
quire to be frequently reproduced”!*—a 
distinction which is surely in the account- 
ant’s mind when he decides whether an 
asset is fixed or current, though it has 
long since been discarded by economists. 
Later economists have used other bases 
of distinction. J. M. Keynes classified 
Real Capital or material wealth into: 

Fixed Capital—goods in use, which 
are only capable of giving up 
gradually their full yield of use 
or enjoyment; 

Working Capital—goods in process, 
including normal stocks of raw 
materials required for efficient 
business ; 

Liquid Capital—goods in stock, in- 
eluding surplus stocks of raw 
materials which are yielding 


nothing but are capable of being 
used or consumed at any time.’ 
Pigou, like Keynes in thinking of capi- 


tal as capital instruments, distinguishes 
between working capital, which usually 
only has a few months of life in the ecapi- 
tal lake, and fixed capital, which has a life 
of a number of years, greater or less ac- 
cording to its nature.?® 

J. R. Hicks, defining capital as “the 
stock of goods of all sorts possessed by 
the community ... at a particular moment 
of time,’® distinguishes between con- 
sumers’ goods, which can be used to 
satisfy consumers’ wants directly, and 
producers’ goods, which co-operate with 
labour to produce further goods and ser- 
vices. Producers’ goods, with which ecapi- 
tal as a factor of production is mainly 
concerned, are divisible into two classes: 
durable-use goods and single-use goods; 
durable-use goods are again divisible into 
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land and fixed capital; and single-use 
goods into goods in process (working 
capital, previously known as circulating 
capital) and stocks.”° 

And Hicks is not alone in thinking that 
the term “fixed capital” is a curious one. 
Palgrave’s Dictionary of Political Economy 
makes the significant comment that “it is 
interesting to trace how little of what is 
ordinarily termed ‘fixed capital’ is really 
permanent.’”! 

If the foregoing is a true account of the 
origins of the fixed-circulating classifica- 
tion in accounting, two things seem cer- 
tain: it was imported into accounting 
practice from economics via the Courts; 
and it is not inherent in accounting 
theory, but, in historical terms, is a com- 
parative innovation. Moreover, it may 
well be that the accounting definitions of 
the terms “fixed assets” and “circulating 
(or current) assets” have not kept pace 
with the developing concepts of economics 
from which the terms were originally de- 
rived. 

It is undoubtedly true that, as F. Sewell 
Bray has said, “there is a need for some 
common terminology which will convey 


‘like ideas to both economists and account- 


ants.”**2 But there is equally clearly 
danger in the use of similar terms with 
dissimilar meanings; and, if we have 
adopted economic terms and sought to 
adapt them to our own ends without re- 
gard to the use made of them by econo- 
mists, we shall merely have done what 
Palmer maintained the Courts had done 
in the Verner v. General and Commercial 
Company Case, namely, adopted the 
phraseology of economists, but discarded 
their rules.** 

In order to test this, let us have a look 
at some of the more authoritative account- 
ing definitions of “fixed assets” and “cur- 
rent assets,” and compare them with the 
modern economic definitions. 


III. ACCOUNTING DEFINITIONS OF FIXED ASSETS AND 
CIRCULATING (OR CURRENT) ASSETS 


The standard accounting definitions of 
the two terms in U.K. for balance sheet 
presentation purposes are, of course, those 
included in the recommendations of the 

*® Marshall, Principles of Economics, p. 75. 

7 Treatise on Money, vol. i, p. 128. 

18 Economics of Welfare, p. 47. 

* The Social Framework, p. 37. 


Council of the Institute of Chartered Ac- 
countants in England and Wales on ac- 
counting principles. The same definitions 
are used for social accounting purposes by 


*Tbid., pp. 72-80. 

1 New Edition (1925), p. 223. 

2 Social Accounts and the Business Enterprise 
Sector of the National Economy, p. 3. 

% Company Precedents, Sixth Edition, p. 439. 
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Classification of Assets—continued 

F. Sewell Bray.** With some compara- 

tively minor alterations they have been 

used in the recommendations on balance 
sheet form of the Institute of Chartered 

Accountants in Australia. 

They are as follows: 

Fixed Assets— ; 
Fixed assets, whatever be their 
nature or the type of business in 
which they are employed, have the 
fundamental characteristic that they 
are held with the object of earning 
revenue and not for the purpose of 
sale in the ordinary course of busi- 
ness.*” 

In this group should be shown under 
separate headings fixed assets such as 
(a) goodwill, patents, and trade 
marks (in the Australian definition 
included in a separate group entitled 
Intangibles); (b) freehold land and 
buildings; (c) leaseholds; (d) plant, 
machinery, and equipment; (e) in- 
vestments acquired and intended to 
be retained for trade purposes (not tn- 
cluded in the Australian definition and 


presumably to be grouped with other 
investments in a separate group en- 
titled Investments) .*® 

Current Assets— 


In this group should be included 
such assets as are held for realisation 
in the ordinary course of business. 
They should . normally include: 
a) stock-in-trade and work-in-pro- 
gress; (b) trade and other debtors, 
prepayments (not mentioned in the 
Australian definition), and bills receiv- 
able; (c) investments held as part of 
the liquid resources of the company 
(not included in the Australian defi- 
nition, and presumably to. be grouped 
with other investments in the separate 
Investments group); (d) tax reserve 
certificates (not applicable in Austra- 
lia) ; (e) bank balances and cash.** 

In U.S.A., a preliminary report of a 
special committee on terminology of the 
American Institute of Accountants, pub- 
lished in 1931, included these definitions: 
Capital Assets— 

Assets of a permanent nature or in- 
tended for long-continued use or 

* Social Accounts and the Business Enterprise 


Sector of the National Economy, pp. 86-7. 
* Reeommendation IX. 
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possession, which are employed in or 
necessary for the conduct of an 
undertaking and reflect the invest- 
ment of capital for the purpose of 
producing revenue. Specifically: 
(a) Tangible assets, e.g., land, build- 
ings, plant, and equipment. 
(b) Intangible assets, eg., patent 
rights, franchises, rights of way, 
goodwill. 
Fixed Assets— 
This term is synonymous with capital 
assets in undertakings in which capi- 
tal is employed for the purpose of 
producing revenue, but it may also 
refer to tangible assets in undertak- 
ings where there is no proprietary ac- 
countability, e.g. hospitals, religious 
and charitable organisations, educa- 
tional institutions, 
The term “fixed assets” denotes a 
fixity of purpose or intent to continue 
use or possession. It does not refer to 
the immobility of an asset, which is 
the distinctive characteristic of “fix- 
tures.” 
Current Assets— 
Cash, accounts and notes receivable 
from outsiders, and inventories of 
stock-in-trade, which in the regular 
course of business will be readily and 
quickly realised, together with such 
additional assets as may readily be 
converted into cash without impair- 
ing the business or enterprise.** 
Later American definitions are those of 
Sanders, Hatfield & Moore in A Statement 
of Accounting Principles, prepared at the 
invitation of the Haskins and Sells Foun- 
dation and published in 1938 by the Ameri- 
ean Institute of Accountants; of W. A. 
Paton, expressed in his Advanced Account- 
ing (1941), his chapter on the balance sheet 
in Contemporary Accounting, published by 
the American Institute of Accountants in 
1945, and in An Introduction to Corporate 
Accounting Standards, written by him and 
A. C. Littleton, and published by the 
American Accounting Association in 1940; 
and of Anson Herrick in a journal article 
prepared at the request of the American 
Institute’s Committee on Accounting Ter- 
minology. 


* Recommendation VITI. 


* Accounting Terminology, pp. 12-14. 
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Classification of Assets—continued 

Sanders, Hatfield & Moore give the fol- 

lowing definitions: 

Fized Assets— 
Those which the business holds more 
or less permanently, such as the physi- 
eal property and plant which are the 
basis of its operations, intangible assets 
like goodwill, and, in the case of a 
parent company, investments in sub- 
sidiaries held for the purpose of main- 
taining effective control and ownership 
of them.”* 

Current Assets— 
Those assets which in the regular 
course of business will be converted 
into cash and those assets acquired 
with a view to their availability for 
conversion into cash.”* 

Paton says that the current assets are the 
relatively liquid, short-lived resources. The 
expression ‘‘fixed’’ is, he thinks, ‘‘less ap- 
propriate, but is the traditional general 
designation for the relatively non-liquid, 
long-term property elements.’’ The prin- 


cipal tests for distinguishing between fixed 


and current assets are: (1) degree of 
liquidity, (2) normal term or length of 
life, (3) rate of transfer to expense or 
loss, (4) technical character or method of 
use, (5) nature of business and intent of 
management. Rejecting the suggestion that 
inventories and plant facilities are so alike 
that they should be grouped together, he 
says: 

‘‘The distinction between current cost 
factors and fixed assets is not a question of 
duration of investment, but a practical line 
of cleavage between relatively liquid, 
rapidly turning resources and facilities 
representing production factors relatively 
non-liquid and used throughout a consider- 
able period of time.’’*° 

Herrick’s definition of current assets is: 

**Those assets which are necessary or in- 
cidental to the operating cycle—exclusive 
of land and facilities—together with those 
assets which may be regarded as temporary 
investments of working capital and auto- 
matically will, or promptly can, be con- 
verted into free cash without impairing 
continuity and safety of operations.** 





*A Statement of Accounting Principles, p. 58. 

*Tbid., p. 70. 

* Contemporary Accounting, chap. 2, pp. 4-6. 

*<¢<Current Assets and Liabilities,’’ The Journal 
of Accountancy, January 1944, p. 54. 
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Authoritative Canadian definitions are: 
Fized Assets— 
Capital assets of a tangible nature. 
Capital Assets— 
Assets acquired for continued use in 
carrying on business, as distinguished 
from those in which the business deals: 
thus the buildings, fixtures, etc., in 
which the business is done are capital 
or ‘‘fixed’’ assets, the stocks of mer. 
chandise dealt in are ‘‘current’’ or 
‘*floating’’ assets. 
Current Assets— 
Those assets of a concern which con- 
sist of the merchandise in which it 
deals, with the debtors’ accounts aris- 
ing from such dealings, and also cash 
and bank accounts; in contrast to 
‘*fixed’’ assets, which consist of the 
buildings, plant, machinery, ete., with 
which business is carried on, and are 
not as such intended for sale. 
Circulating Assets— 
Another term for ‘‘floating’’ or ‘‘cur- 
rent’’ assets, those acquired for the 
purpose of resale and those raised in 
the stages of their conversion to cash, 
and also cash: contrasted with ‘‘fixed”’ 
assets, viz., those acquired for the pur- 
pose of carrying on business.** 
Comparison of these definitions shows 
that there is running through all of them 
a general notion that fixed assets are dis- 
tinguishable from current assets according 
to one or other (or both) the tests of 
liquidity (availability for conversion into 
eash at short notice) and intended use. But 
closer examination discloses several import- 
ant differences in emphasis, sometimes in 
the same set of definitions. For example, 
greater emphasis is placed on liquidity in 
the English, the American, and the Aus- 
tralian institutes’ definitions of current 
assets and in the definitions of both classes 
by Sanders, Hatfield & Moore and Paton. 
Greater emphasis is placed on intended use 
in the English, the American, and the Aus- 
tralian institutes’ definitions of fixed assets 
and in the Canadian institute’s definitions 
of both classes. The idea of permanent re- 
tention of fixed assets is more strongly em- 
phasised in the English and the Australian 


= Accounting Terminology for Canadian Prac- 
tice, prepared by the Committee on Accounting 
Terminology of the Dominion Association of Char- 
tered Accountants, pp. 19, 21, 24, 25, 29. 
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Classification of Assets—continued 

institutes’ definitions: the notion of long- 
continued use is more prominent in the 
American and the Canadian institutes’ defi- 
nitions and those of Sanders, Hatfield & 
Moore and Paton. 

These differences in emphasis are re- 
flected in marked differences in the normal 
classification of particular assets by the 
yarious authorities. Land intended to be 
used in a business is not specifically men- 
tioned by the Canadian institute or by 
Sanders, Hatfield & Moore, but it is in- 
eluded in fixed assets in all the other defi- 
nitions. Long-term intangible assets are in- 
eluded in fixed assets by the English and 
the American institutes and by Sanders, 
Hatfield & Moore: it is excluded from fixed 
assets by the Australian and Canadian in- 
stitutes and apparently by Paton.**  In- 
vestments intended to be, or of such a 
nature that they must be, retained for a 
long term, are fixed assets in the definitions 
of the English and the American institutes 
and Sanders, Hatfield & Moore and, in cer- 
tain circumstances, of Paton* ; they are not 
fixed assets within the classification of the 
Canadian and the Australian institutes. 

The major test for inclusion of short- 
term investments in current assets is quick 
realisability in the definitions of the Ameri- 
ean institute and Paton; it is intention in 
the definitions of the English institute and 
Sanders, Hatfield & Moore. The Australian 
institute does not include any investments 
in either the fixed or the current assets 
class, and the Canadian institute’s defini- 
tions are silent on the point. 

Finally, short-term prepaid expenses are 
included in current assets by the English, 
the American, and the Canadian institutes 
and by Paton**, and presumably by San- 
ders, Hatfield & Moore, but they are not 
mentioned at all by the Australian insti- 
tute. 

There is thus a serious lack of uniformity 
in both theory and practice in the fixed- 
current asset basis of classification; and, 
if it is to be preserved without risk of mis- 
interpretation by laymen or inconsistency 
of treatment by accountants, efforts to 
achieve a greater degree of uniformity in 
outlook and in definition and specification 
are urgently necessary. Whatever success 


® See Advanced Accounting, p. 13. 
“See Advanced Accounting, p. 8. 
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may attend the efforts now being made to 
develop a common terminology for use by 
economists and accountants will depend to 
a great extent on the prior development of 
a uniform terminology among accountants. 

When accounting terms are compared 
with modern economic classifications of 
capital, great divergencies appear. The 
accounting definitions do not harmonise 
well with the classifications of Keynes, 
Pigou, or Hicks. Economists exclude land 
from fixed capital: accountants include it 
in fixed assets. Economists think of fixed 
capital in terms of material wealth: many 
accountants include intangibles in fixed 
assets. Accountants classify stocks of goods 
intended for sale (whether consumers’ or 
producers’ goods and whether durable-use 
or single-use goods) as current assets: 
economists classify them as sub-divisions of 
the capital goods class, whilst some account- 
ants regard ‘‘capital assets’’ as more or less 
synonymous with ‘‘fixed assets.’’ 

Moreover if, as the extracts from econ- 
omists’ writing quoted above suggests, 
economists are nowadays more interested in 
distinguishing among fixed capital, work- 
ing capital, and liquid capital than in dis- 
criminating between the two broad classes, 
fixed and circulating capital, are we not in 
the accounting fixed-current asset classi- 
fication merely preserving an outmoded 
medium of thought? Economists are the 
latest users of accounting statements, and 
while social accounting is undeveloped, 
their use of accounting statements is limi- 
ted. This, of course, is not to argue that 
we should neglect the opportunity which is 
now presenting itself to make our state- 
ments more useful for economic analysis. 
But, in doing so, we cannot overlook the 
use that is made of accounting concepts 
(or supposed accounting concepts) and ac- 
counting statements for purposes other 
than social accounting. 

Two important users of accounting con- 
cepts and accounting statements are the 
Courts and taxation authorities. It will 
probably be useful, therefore, to examine 
briefly the use that has been made in the 
Courts, in cases relating to the determina- 
tion of profits or of taxable income, of the 
distinction between fixed and circulating 
assets. 


*Tbid., p. 9. 
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IV.—LEGAL INTERPRETATIONS OF THE 
FIXED-CIRCULATING ASSETS DISTINCTION 


Reference has been made above to the 
fact that apparently the practice of dis- 
tinguishing in accounting between fixed 
and circulating assets originated from 
Court decisions in a series of cases begin- 
ning in 1889 with the Lee v. Neuchatel 
Asphalt Co. Case. Later important cases 
in which the distinction was used were 
Verner v. General and Commercial Trust 
(1894), Wilmer v. McNamara & Co. Ltd. 
(1895), Dovey v. Cory (1901), Bond v. 
Barrow Haematite Steel Co. (1902), and 
Ammonia Soda Co. Ltd. v. Chamberlain 
(1918). These cases settled the law as to 
the method by which legally divisible 
profits ought to be determined, and inter 
alia established the proposition that it is 
not legally necessary to make good out of 
income loss or depreciation of fixed capital, 
though loss or depreciation of circulating 
capital must be taken into account in ascer- 
taining profits. But, whatever the legal 
position may be (and there is still room for 
doubt as to this), few if any accountants 
would now accept these propositions as 
sound commercial and accounting prac- 
tice. 


There is, in accounting, a distinction of 
major significance for most accounting pur- 
poses between a cost and a loss. Orthodox 
accounting theory maintains that deprecia- 
tion is a cost and not a loss—that is to say, 
it is part of the expenditure incurred or 
sacrifice suffered in earning revenue, 
whereas a loss is either an excess of cost 
incurred over revenue earned or a sacrifice 
suffered without any compensating rev- 
enue. Now, if this is so, depreciation of 
assets used in the production of income 
must necessarily be charged against the in- 
come in ascertaining profits, whilst loss of 
value or physical destruction of an asset, 
not arising from the profit-earning opera- 
tions, should be treated as a loss of capital, 
or a ‘‘non-operating loss.’’ 


Thus, with great diffidence and respect, 
it is suggested that the true distinction is 
not between depreciation or loss of fixed 
and circulating capital respectively, but 
between sacrifices which are costs and sac- 
rifices which are losses. Is it not possible 
that confusion has resulted from a mistaken 


belief that the fixed-circulating distinction 
is inherent in accounting theory? 

Traces of this confusion are to be found 
in the recommendations of the Council of 
the Institute of Chartered Accountants in 
England and Wales. For example, whilst 
the recommendations define depreciation as 
‘‘that part of the cost of a fixed asset to 
its owner which is not recoverable when 
the asset is finally put out of use by him,” 
they go on to speak of this as a ‘‘loss of 
capital’’**; and, elsewhere, they speak of 
the legitimate uses of the word ‘‘ provision” 
as including amounts set aside out of 
profits or other surpluses to meet diminu- 
tions in value of assets.** 

If depreciation of ‘‘fixed’’ assets is a 
capital loss, it has no place in the deter- 
mination of profits, whereas the using-up 
of ‘‘current’’ assets such as stock-in-trade 
and work-in-progress has. That is the kind 
of illogical conclusion to which the attempt 
to draw a line of demarcation between 
fixed and current assets naturally leads. 

Turning to the question of determination 
of taxable income, it has, of course, to be 
admitted that taxable income is not neces- 
sarily co-terminous with accounting profit. 
It is determined in accordance with the de- 
tailed provisions of the income tax laws. 
But in several leading cases the Courts 
have made the point that, where account- 
ing terms of art are used in the income tax 
laws without definition, they are to be in- 
terpreted in accordance with the usages 
of mankind. For example, in one famous 
case it was said: 

‘*Profits and gains must be estimated on 
ordinary principles of commercial trading 


* Recommendation IX. 

7 Recommendation VI. Contrast the definition 
of depreciation accounting by the American Insti- 
tute of Accountants Committee on Accounting 
Terminology (Research Bulletin No. 20): ‘‘Depre- 
ciation accounting is a system of accounting which 
aims to distribute the cost or other basic value of 
tangible capital assets over the estimated useful 
life of the unit (which may be a group of assets) 
in a systematic and rational manner. It is a pro 
cess of allocation, not of valuation.’’ The Bulletin 
also says that in all the uses of the word ‘‘depre- 
ciation’’ in accounting, its meaning is sharply dis- 
tinguished from the sense of ‘‘fall in value’’ im 
which it is employed in common usage. 
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Classification of Assets—continued 

by setting against the income earned the 
cost of earning it, subject to the limitations 
prescribed by the Act.’’8® 

This is a very apt description of the 
modern accounting theory of ‘‘matching’’ 
costs with income, in which no use is made 
of any such distinction as that between 
fixed and circulating capital. But the dis- 
tinction is being made in many tax cases, 
with perplexing results. Here are a few 
of the applications of the fixed-circulating 
concepts in taxation cases: 

(1) The proprietor of a business died 
and his son acquired the business at a valu- 
ation which included £30,000 for certain 
unexpired contracts of short duration with 
colliery owners for the supply of coal at 
fixed prices. Held, that the contracts were 
part of the purchaser’s ‘‘fixed’’ capital and 
that the price paid for them must be ex- 
eluded as a deduction from the profits on 
which he was assessed.*® 

(2) By the terms of an agreement 
whereby a trader converted his business 
into a private limited company, 75 per 
cent of the profit on orders unexecuted at 
the date of completion was payable to the 
trader, and such orders were to be executed 
by the company as agent for the vendor. 
Held, by the English Court of Appeal, that 
the sum of £10,607 (received by the trader 
in respect of this term of the agreement) 
was a profit of a business carried on by 
the company as agent for the trader, and 
was not a capital sum received by the 
trader.*° 

(3) In an Australian Taxation Board of 
Review case, the taxpayer company, a 
hosiery manufacturer, had kept on hand 
stocks of spare parts for a particular type 
of machine. These spare parts were charged 
in the first place to a stores account, and 
when requisitioned were charged to main- 
tenance account. Machines of the type for 
which the spare parts were used ceased to 
be used and were sold, as were also some 
of the spare parts. Held, that the company 
was not entitled to a deduction in respect 
of loss on sale of the spare parts, nor to an 
allowance in respect of depreciation on 

“Per Earl Loreburn, in Usher’s Wiltshire 
9 Ltd. v. Bruce (1914), 6 Tax Cas. 399, at 
4 "John Smith g Sons v. Moore (1921), 12 Tax 
Cas. 266. See J. A. L. Gunn, ‘‘On the Margin of 
Accountaney,’’ Australian Accountant, August 
1942, pp. 354-5. 
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them. The sale of the machines was clearly 
the realisation of a ‘‘fixed capital asset.’’ 
The spare parts were, perhaps, not within 
that description, since they were purchased 
for the purpose of maintenance. Neverthe- 
less, they were a capital (as distinct from 
a trading) asset and their sale was no 
different in character from the sale of the 
machines. In both cases, the sales and their 
attendant losses were incidents of the 
alteration in the ‘‘profit-yielding subject,’’ 
and not of the process of operating it for 
the purpose of earning profit. No deduc- 
tion was allowable in respect of deprecia- 
tion of the spare parts, because they were 
not ‘‘plant or articles owned by the tax- 
payer’’ and used or ‘‘installed ready for 
use’’ during the year in question for the 
purpose of producing assessable income.*! 
Seylla and Charybdis or The Current and 
the Fixed Stool! 

(4) In an English High Court case, 
Reynolds and Gibson v. Crompton (not yet 
reported), a partnership firm of cotton 
brokers were creditors of a company for 
cotton supplied. Three changes took place 
in the constitution of the firm, and firm No. 
3 took over the debt, which was then 
£174,600, at a valuation of £124,600. Re- 
covery of the debt in full was effected by 
firm No. 4, so that between them firms Nos. 
3 and 4 made a profit of £50,000 on collec- 
tion of the debt. Neither firm No. 3 nor 
firm No. 4 traded in book debts. Held, that 
the particular book debt was not fixed 
capital and that the profit thereon was ac- 
cordingly profit liable to taxation and was 
not a realised accretion to a fixed capital 
asset. Roxburgh, J., quoted from the judg- 
ment of Romer, L.J., in Golden Horse Shoe 
(New) Ltd. v. Thurgood* : ‘‘The profits or 
losses in a year of trading cannot be ascer- 
tained unless a comparison be made of the 
circulating capital as it existed at the be- 
ginning of the year with the circulating 
capital as it exists at the end of the year. 
It is, indeed, by causing the floating capi- 
tal to change in value that a loss or profit 
is made.”’ 

(5) During the bombing of Lae in New 
Guinea by the Japanese Air Force in 1942, 


“ Southern v. Watson and Others (1940), 3 All 
E.R. 439. Ibid., p. 355. 


“Gunn’s Commonwealth Income Tax Law and 
Practice, Second Edition, pp. 523-4. 


“18 Tax Cas. 280, at p. 300. 
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buildings, stores, and equipment owned by 
Guinea Airways Ltd. were destroyed. The 
property destroyed included large quanti- 
ties of spare parts for the airframes and 
engines of the company’s aeroplanes, and 
equipment and stores needed for the main- 
tenance of the company’s depot. The com- 
pany claimed compensation under National 
Security (War Damage to Property) Regu- 
lations. Compensation assessed by the War 
Damage Commission amounted to a sum 
which was £5,983 less than the book value 
of the property destroyed. This deficiency 
comprised £5,791 on aircraft stores account 
and £192 on general stores account. The 
company claimed to deduct the amount of 
the deficiency from its assessable income in 
arriving at its taxable income. Held, by 
the High Court of Australia, on appeal, 
the loss was a loss of capital or of a capital 
nature and the claim to deduct it fails. ‘‘To 
maintain an available stock of spares and 
stores at a proper level the requisite 
amount of capital must be committed to 
the purpose. The ingredients in the stocks 
might change. Spares would be drawn and 
new spares taken into stock in the ordinary 
course of business. But the stock of spares 
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remained. The existence of the stock of 
spares was a feature of the permanent 
organization of the enterprise. It formed 
part of the general equipment. When spare 
parts were issued and taken into use, it 
was right, no doubt, to debit the cost to 
running expenses. ... But it by no means 
follows that the spare parts constituting 
the reservoir represented anything but 
capital. Moreover, the stocks did not rep- 
resent circulating capital. Money was not 
laid out in the purchase of spare parts and 
then recovered, together with a profit, on 
their resale. Stock in trade, because of its 
nature and function, is valued at the begin- 
ning and end of an accounting period, and 
if any part of it is lost or destroyed in the 
interval the loss is reflected in the com- 
parison of the two values. But the per- 
manent stock of spare parts and stores 
forms part of the profit yielding subject.”’ 
(Guinea Airways Ltd. v. The Commissioner 
of Taxation.) 

Obviously it is difficult to reconcile the 
accounting concept of matching income 
earned with the cost of earning that in- 
come with some of the legal decisions based 
upon the distinction between fixed and 
circulating capital. 


V.—CONCLUSIONS 


It remains to marshall the arguments 
against the desirability of continued use 
of the fixed-current basis of classification of 
assets for accounting purposes. 

Unquestionably, the distinction between 
assets of high liquidity and non-liquid 
assets is of use in throwing light upon the 
capacity of an enterprise to meet its lia- 
bilities, either in the ordinary course of 
business or on an enforced liquidation. 

If the central feature of the distinction 
is liquidity, the distinction is useful for 
this purpose, that is to say it is a useful 
device to assist interpretation of balance 
sheets from the standpoint of owners and 
ereditors and to some extent from the 
standpoint of managers and prospective 
investors. It may be that the preference, 
shown for a long time in U.S.A. and more 
recently expressed and carried into com- 
pany law in U.K., for the term ‘‘current”’ 
in place of ‘‘circulating’’ implies greater 
emphasis on liquidity as the test. But could 
not the information as to the relationship 
between current ‘‘liabilities’’ and current 


assets be equally well provided in a supple- 
mentary statement? And, furthermore, 
even from the standpoint of liquidity, is 
not the capital used in book debts and 
stocks in a continuous business just as 
securely tied up as the capital used in such 
‘*fixed’’ assets as machinery and equip- 
ment? And is not capital used in land and 
buildings releasable, if necessity arises, for 
the discharge of liabilities either by sale 
and leasing from the buyer or by raising 
money by mortgage? 

On the other hand, if the distinction is 
likely to be taken as an indication by users 
of accounting statements that fixed assets 
are fundamentally different from current 
assets in that depreciation of one class 
should be taken into account in determin- 
ing accounting profits, whilst depreciation 
of the other class may be ignored, it is a 
misleading distinction. 

If the distinction turns upon the test of 
rate of consumption or conversion into 
cash, would it not be preferable to adopt @ 
three-fold classification into (a) cash, book 


(Continued on page 91) 





March, 1951 


Classification of Assets—continued 

debts, and short-term investments; (b) 
stocks (possibly subdivided on the lines of 
Keynes’ distinction between working capi- 
tal and liquid capital); and (c) durable 
equipment and long-term investments? 
Alternatively, would it be more satisfactory 
to classify assets into two main classes— 
current and non-current—and subdivide 
each class in some such way as: ° 


Current— 
Cash 
Book debts 
Short-term investments 
Prepaid expenses 
Stocks and work-in-progress 


Non-current— 
Land 
Buildings 
Durable equipment 
Long-term investments 
Deferred charges 
Goodwill, patents, trade marks? 


Either of these methods of classification 
would be more logical than the division 
into fixed and current assets, for the fol- 
lowing reasons: 


(a) Fixed and current classes are not 
necessarily disjunctively exhaustive, 
unless fixed is the antithesis of cur- 
rent in every respect. It has already 
been shown in discussions on the 
U.K. Companies Act 1947 that there 
are some assets which are not pro- 
perly included in either class in the 
terms of the definitions used in ac- 
counting in U.K. The true antithesis 
of current is non-current. 


The term ‘‘fixed’’ is an exaggera- 
tion. No asset is permanently fixed, 
except possibly land, and even that, 
despite Ricardo’s famous reference 
to ‘‘original and _ indestructible 
powers,’’ is by no means always 
fixed. Consider the American dust- 
bowl or the extent of soil erosion and 
depletion of soil fertility in some 
parts of Australia. 


The term ‘‘fixed’’ is apt to be mis- 
interpreted: in the accounting (or 
the economic) sense it does not mean 
immobile. Moreover, it is used in 
different connotations in such tech- 
nical accounting terms as ‘‘fixed 
ecosts’’ and ‘‘fixed budget.’’ 
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If the terms ‘‘fixed’’ and ‘‘current’’ are 
intended to be used as part of a common 
economic-accounting terminology, the ac- 
counting definitions of them should be 
changed in order to bring them into closer 
harmony with the economic uses. Alterna- 
tively, we should abandon the expressions 
‘*fixed’’ and ‘‘circulating’’ for the very 
reason that they are used by economists in 
different senses, and content ourselves with 
classifying assets in such a way that the 
economist can fit them into his own inter- 
pretations of land, fixed capital, working 
capital, stocks, and so on. 


These arguments are all concerned with 
the practical uses of classification. For the 
theoretical use the fixed-current basis has 
other defects. : 


(i) It obscures the nature of the process 
of determining profits by matching 
income with costs. 


It passes over the essential similarity 
of stocks and durable equipment as 
future costs by concentrating at- 
tention on their dis-similarity from 
the standpoint of liquidity or rate 
of consumption. 


It encourages the belief that, despite 
the accounting recognition of the 
need for providing for depreciation, 
durable assets remain permanently 
in a state of full efficiency. For ex- 
ample, the form of business enter- 
prise balance sheet suggested in F. 
Sewell Bray’s Social Accounts and 
the Business Enterprise Sector 
shows undepreciated cost of ‘‘fixed 
assets’’ on the assets side, with the 
whole depreciation fund (including 
both provision for depreciation and 
additional replacement provision) 
on the ‘‘capital and liabilities’’ side. 
Thus, as a statement of financial 
position of the enterprise as at a 
given date, both assets and ‘‘capital 
and liabilities’ are over-stated. 


(ii) 


(iv) It tends to promote confusion be- 
tween costs and losses and thus to 
impair the clarity of the concepts 
on which depreciation accounting is 
based. 


It promotes misunderstanding of 
the accounting theory of profit by 
lawyers, economists, tax enforce- 
ment officers, and the legislatures. . 
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On all these grounds, I conclude that 
both the distinction between fixed and cur- 
rent assets and the terms by which the two 
classes are described have had and are 
having serious effects on the study of ac- 
counting theory and on accounting prac- 
tice and that they ought to be abandoned. 
It will doubtless be urged that the distinc- 
tion has become so well embedded in ac- 
counting practice and the terms have been 
so long in use and have become so familiar 
to accountants that, in the words of an 
American institute research bulletin in 
another context,** ‘‘reluctance to accept 
temporary inconvenience in order to 
achieve permanent clarification stands in 
the way of substitution’’ of a more logical 
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classification and better descriptive terms. 
It will be said also that accountants in 
U.K. are now committed by law to the dis- 
tinction and to the terms. It can only be 
said in reply that permanent clarification 
of accounting theory and of accounting 
statements is the goal to which we should 
all aspire. Achievement of that goal would 
be worth more than temporary inconveni- 
encé, including, if necessary, efforts to have 
the law amended. 

[Sinee this article was written, infor- 
mation has been received that the decision 
in the English High Court case, Reynolds 
and Gibson v. Crompton, referred to in 
Part IV of the article, has been reversed 
on appeal. See Current Taxation, October 
1950. } 


COMMENTARY BY R. E. MASKELL 


Mr. A. A. Fitzgerald’s examination of 
this fundamental topic appeared at 
pp. 357-372 of the July 1950 issue of Ac- 
counting Research (Cambridge University 
Press). These tentative views seem to be 
soundly based: “If the foregoing is a true 
account of the origins of the fixed circu- 
lating classification in accounting, two 
things seem certain—it was imported into 
accounting theory, but in historical terms, 
is a comparative innovation. Moreover, it 
may well be that the accounting defini- 
tions of the terms ‘fixed assets’ and ‘circu- 
lating (or current) assets’ have not kept 
pace with the developing concepts of eco- 
nomics from which the terms were orig- 
inally derived.” 

It is indeed refreshing to read Mr. Fitz- 
gerald’s opinion that “it is not inherent 
in accounting theory.” 

There are many things which are not in- 
herent in accounting theory, but it is also 
just as logical to say that accountants are 
still vague on what, in fact, is accounting 
theory. 

One thing is certain, and that is that 
there is a theory of accounting and it is 
developing conceptually, just as econom- 
ics is assuredly developing. 

I might be very wrong in this, but I do 
not think we are going to get very far by 
comparing accounting with economics or 
by trying to superficially reconcile the 
respective approaches—even in the social 
accounting sense. 


* “Bulletin No. 16, dealing with depreciation. 


The most helpful and satisfying ap- 
proach that I have pondered of recent 
times along these lines is the one put for- 
ward by Professor Ludwig von Mises in 
his 881 page treatise on economics, en- 
titled Human Action. Let me _ quote 
(p. 224): “Human action originates 
change. As far as there is human action 
there is no stability, but ceaseless altera- 
tion. The historical process is a sequence 
of changes. It is beyond the power of 
man to stop it and to bring about an age 
of stability in which all history comes to 
a standstill. It is man’s nature to strive 
for improvement to beget new ideas and 
to rearrange the conditions of his life ae- 
cording to these ideas.” 


After studying this outstanding book I 
am of the opinion that accounting is a 
part of the much wider science of 
praxaelogy or human action. Von Mises 
describes praxaelogy as “a theoretical and 
systematic not a historical, science. Its 
scope is human action as such, irrespec- 
tive of all environmental, accidental and 
individual circumstances of the concrete 
acts. Its cognition is purely formal and 
general without reference to the material 
content and the particular features of the 
actual case. It aims at knowledge valid 
for all instances in which the conditions 
exactly correspond to those implied in its 
assumptions and inferences. Its state- 
ments and propositions are not derived 
from experience. They are, like those of 
logic and mathematics, @ priori.’’ 
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Classification of Assets—continued 

This is the ideal. Mr. Fitzgerald has 
argued from history and experience that 
our conventional classification of assets is, 
on these limited grounds alone, illogical. 

However, a classification of anything is 
a necessary requirement of any intellec- 
tual grasp of historical events. But, let 
us realize also that it is an attempt at 
some sort of methodology, however im- 
perfect. 

The formal acceptance or rejection of 
any classification of assets is not in itself 
important—the ideas or notions behind 
the attempted classifications are the cri- 
teria we need to examine critically, and 
this Mr. Fitzgerald has assuredly done in 
his article. 

The conventional classifications are 
merely tags, and men throughout the ages 
have always had a genius for putting tags 
on everything. More often than not they 
have proved to be oversimplifications. 

We are, I think, all very prone to use 
words instead of ideas. If accounting 
should teach us anything it should help us 
to feel the mystery at the heart of the 
universe—its complexity, its profundity, 
its very challenge. 

At p. 370 Mr. Fitzgerald has given this 
classification of assets (among other 
things) : 

Current assets— 
Cash 
Book debts 
Short-term investments 
Prepaid expenses 
Stocks and work-in-progress 
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Non-current assets—- 
Land 
Buildings 
Durable equipment 
Long-term investments 
Deferred charges 
Goodwill, patents, trade marks 

If, however, liquidity is the main cri- 
terion, I accept with reservations the 
viewpoint that all prepayments are cur- 
rent assets. 

Such prepayments as insurance, rates 
and taxes, for example, very seldom be- 
come available again as working capital. 

Even the matter of book debts (par- 
ticularly where they are of a deferred 
nature, exceeding, say, twelve months), 
such as lay-by and hire-purchase debtors, 
also warrant a finer classification. 

As suggested by Mr. Fitzgerald, stocks 
and work in progress are not necessarily 
“eurrent” in nature. 

Emerging from this discussion perhaps 
it would be a valuable exercise to ask our- 
selves the question whether, in fact, the 
test of consumption or conversion into 
cash should be the test to be applied. 

Cost accountants, for instance, might 
conceivably have more logical tests. Or 
would it be reasonable to conclude by say- 
ing that the “fixed and current” (or Har- 
vard classification) is not sacrosanct, but, 
at the same time, it was not designed to 
explain or even describe accounting 
theory? And just as I pose this one for 
myself I pass it on for what it is worth: 
Is accounting theory per se related to or 
dependant on reporting or balance sheet 
presentation ? 
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WAR-TIME SERVICE BY ACCOUNTANTS 
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A CORRESPONDENT 


The full extent of the work of a national 
character done by Australian accountants 
during the late war will probably never be 
known, for in many instances the scope and 
nature of it is known only to the individu- 
als who performed it, and to some of their 
immediate associates. 

Perhaps this is as it should be. Account- 
ants individually are not permitted to ad- 
vertise, and it is consistent with this rule 
that the profession as a whole should have 
said very little about the outstanding con- 
tribution made by Australian accountants 
to the war effort. 

For this and other reasons, the pro- 
fession has learned with great satisfaction 
of the honour recently conferred by His 
Majesty the King on one of its members, 
Mr. Edwin V. Nixon, C.M.G., F.C.A. 
(Aust.), who has been made a Knight 
Bachelor. Sir Edwin’s wartime activities 
included a tremendous volume of valuable 
work as Director of Finance in the Muni- 
tions Ministry, Chairman of the Account- 
ancy Advisory Panel of the Department of 
Supply and Development, and Business 
Adviser to the Defence Contract Board. 
He was also Taxation Adviser to the Com- 
monwealth Treasury ; a member of each of 
the Royal Commissions on Taxation (in 
1932) and Banking and Monetary Systems 
(in 1935). For those services, he was 
awarded the honour of C.M.G. 

In referring to this pleasing event and 
in offering congratulations to Sir Edwin, 
the opportunity may also be taken to re- 
count something of the prominent part 
played by the Commonwealth Institute of 
Accountants in connection with the organi- 
sation of the war effort of the accountancy 
profession in Australia. 

The initial step taken in this matter was 
a letter dated Ist December, 1938, from the 
Institute to the then Prime Minister, the 
late Rt. Hon. J. A. Lyons, P.C., C.H., 
LL.D., M.H.R. 

This letter, which was signed by the then 
General President of the Institute (the late 
Mr. S. W. Griffith, of Sydney), was in the 
following terms: 


‘Ist December, 1938. 


‘Rt. Hon. J. A. Lyons, P.C., C.H., LL.D., 
M.H.R.., 

Prime Minister of Australia, 

Canberra, A.C.T. 

‘*Sir, 

‘In connection with the desire of the 
Commonwealth Government to strengthen 
the defence services, this Institute will be 
pleased to co-operate with the Government 
to the fullest possible extent, and renews 
previous offers to assist in providing fully- 
qualified accountants for service in the 
navy, army, air force, and supply and 
munitions departments. 

‘‘The Institute, which was established in 
1886, has approximately 4,300 members 
throughout the Commonwealth, all of 
whom have qualified for admission by 
examination in various law subjects in ad- 
dition to advanced accounting and audit- 
ing. Included among the Institute mem- 
bers are the Commonwealth Auditor-Gen- 
eral, Mr. R. Abercrombie; the Secretary to 
the Department of Defence, Mr. F. G. 
Shedden, O.B.E., B.Com., I.D.C.; Sir 
Alfred C. Davidson, General Manager of 
the Bank of New South Wales; a large 
number of senior Commonwealth and State 
Government officials, including two State 
Auditors-General ; a number of accountant 
officers in the R.A.:A.F.; and many leading 
public accountants and gentlemen occupy- 
ing senior executive positions in the com- 
mercial and business life of the Common- 
wealth. Many members of the Institute are 
also, or have been, connected with the Citi- 
zen Naval, Military and Air Forces in 
various personal capacities, but no official 
use has been made of assistance which the 
Institute could render in directions such 
as: 

(a) in co-operation with the Naval, Mili- 
tary, Air Force, and munitions and 
supply services in determining—as 
is done in England—qualification 
standards for admission to those 
services ; 
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War-Time Service by Accountants—continued 
(b) assisting, through the Institute’s 
official publication, to interest mem- 
bers in joining those services; and 

(ec) advising on accounting systems and 

standards. 

‘*My Council believes that the Govern- 
ment is desirous that, in the building up of 
our defence services, the fullest possible use 
should be made of the civil attainments of 
persons who may become connected with 
those services, in order to avoid waste, e.g., 
that it does not wish to see qualified medi- 
eal practitioners joining infantry units as 
combatant officers. It is believed that in 
connection with defence, an immense num- 
ber of persons with skilled accounting 
knowledge is required for appointment to 
the accounting branches of the R.A.N.R., 
R.A.N.V.R., R.A.A.F., A.A.P.C., and cer- 
tain branches of the A.A.S.C., and 
A.A.0.C., as well as for general account- 
ing, store accounting and cost accounting 
in connection with the munitions and sup- 
ply services. It is obvious that there would 
be a serious loss to these services if the at- 
tainments of skilled personnel were not 
availed of, and if many persons were per- 
mitted to join departments or arms of the 
defence services where their special quali- 
fications could not be made use of. 

“Tt may be of interest to you to learn 
that in Great Britain it has been the prac- 
tice for some years past for the R.N. and 
R.A.F. to seek co-operation of the account- 
ants’ institutes and accountancy publica- 
tions in obtaining qualified accountants for 
the accounting branches of those services. 
The R.A F.. for example, requires that the 
standard of aeeountaney knowledge shall 
be that of the final examination of the two 
main English institutes. Whenever vacan- 
ties occur for accountant officers in the 
RA.F., RN.R. and R.N.V.R., notices ap- 
pear in The Accountant (which is the 
recognised weekly organ of the account- 
ancy profession in Great Britain), inviting 
readers to make application for admission 
to those services. The following statement 
from one issue of The Accountant, regard- 
in¢ the value which the Admiralty places 
upon qualified accountants, may be worthy 
of note: 

““Tt may be of interest to record that 
vacancies for officers in the accounting 
branch of the Royal Naval Reserve and the 
Royal Naval Volunteer Reserve occur from 
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time to time, and while there is no difficulty 
in filling them, the Admiral Commanding 
Reserves is anxious that this branch should 
continue to number among its officers 
gentlemen who are professional account- 
ants in civil life.’ 

‘‘The General Council of this Institute 
will be pleased to arrange for any notices, 
which might be of assistance to the Govern- 
ment in securing the services of account- 
ants for defence services, to appear in its 
official publication, The Australian Ac- 
countant ; to co-operate in determining ac- 
counting standards required for admission 
to any of the defence services, and gen- 
erally to assist in any other manner the 
Government may desire. 

**The various Divisional Councils in each 
of the States would co-operate in assisting 
any of the local defence authorities in the 
matter of securing qualified accounting 
personnel, and any local accounting advice 
which may be required. 

‘‘Communications may be addressed to 
either the various State Presidents or 
State Registrars. 

‘*Yours faithfully, 
(Sgd.) S. W. GrirrirH. 
President. ’’ 

The first result of this offer was the de- 
cision of the Commonwealth Government 
to appoint an Accountancy Advisory Panel 
from among accountants nominated by the 
various institutes which the Government 
had invited to co-operate with it in imple- 
menting one phase of the Institute’s sug- 
gestions. Among those first appointed to 
the Panel were Messrs. E. V. Nixon and 
S. W. Griffith, each of whom subsequently 
became more especially associated with 
Boards constituted to control the two 
largest industrial phases of the war effort, 
viz., Sir Edwin with munitions, and the 
late Mr. Griffith with shipbuilding. 

Later developments were the organisa- 
tion in Sydney of an Accountants’ Com- 
pany in the 19th Inf. Bn., A.M.F.; the 
selection in various States of officers for the 
A.A.P.C. (vide particulars appearing at 
pp. 231-232 of Dec., 1939, issue of The Aus- 
tralian Accountant) ; the formation of sep- 
arate Accountancy Advisory Panels for 
Army and Development and Supply De- 
partments; and the organisation in each 
State of what was known as the Account- 
ants’ Register (vide particulars at p. 81 
of the September, 1939, issue, and at p. 230 
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War-Time Service by Accountants—continued 

of the November, 1939, issue of The Aus- 
tralian Accountant), which was the means 
of enabling an extraordinarily wide range 
of valuable service to be rendered, which 
subsequently earned the commendation of 
the Government. Other developments in- 
eluded a request for the services of Mr. 
A. A. Fitzgerald (then a member of the 
Army Accountancy Advisory Panel) as 
Assistant Director of the Department of 
War Organisation of Industry and a mem- 
ber of the Capital Issues Advisory Commit- 
tee; the appointment of Mr. L. A. Schumer 
and the late Mr. D. J. Nolan to the Account- 
aney Advisory Panel and to other posts; 
of the late Mr. C. B. Harvey as Chairman, 
Mr. J. F. Hughes as a member, and Mr. J. 
K. Little as Secretary of the Army <Ac- 
eountancy Advisory Panel; of Messrs. L. 
A. Brumby and G. L. Murray to respon- 
sible posts in the Department of War 
Organisation of Industry; of Mr. Walter 
Seott to the Department of Munitions and 
as a member of the Secondary Industries 
Commission ; and many other appointments 
of accountants to important positions which 
they filled with distinction. 

Members of the Commonwealth Institute 
of Accountants.may well feel proud of the 
lead given by the Institute in the organisa- 
tion of accountants for service during the 
war, and with the results achieved. They 
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may..also take pride in the fact that the 
honour done to Sir Edwin Nixon is 
through him, an honour to the whole pro- 
fession, so many members of which gaye 
unstinted and self-sacrificing service: and 
in the reflection that, whilst Sir Edwin is 
not a member of the Commonwealth Insti: 
tute, he has shown himself on many ocea- 
sions to be a good friend of that Institute 
and one whom the Institute is glad to re- 
gard as a friend. 

This little incursion into recent history 
before it is in danger of being entirely for- 
gotten would not be complete without an 
addendum. The idea which was subse- 
quently given effect to by the Common. 
wealth Government was suggested to Mr. 
Griffith by the then Victorian State Presi- 
dent of the Commonwealth Institute of 
Accountants, who later drafted the letter 
to the Prime Minister which contained the 
offer of service. In the curious way in 
which matters often turn out, however, 
after having seen his ideas accepted, he was 
able to take little further part in their de- 
velopment. Being then an active member 
of the Citizen Military Forces, he was 
called to full-time duty upon the ovtbreak 
of war, and for the next six and a half 
years was employed on military duties 
which did not eall for specialised account- 
ing qualifications. 





CORRESPONDENCE 
ENGLISH EXPRESSION IN BUSINESS COMMUNICATIONS 


)ditor. 


To the 
Dear Sir, 


Your contributor, A. H. Clerke, B.A., in his article ‘‘English Expression in 
Business Communications,’’ does not mention (perhaps he has happily never seen it 
one error that is becoming very common. I refer to the use of ‘‘comprise’’ for *‘com- 


pose’’, 


Comprise means contain, embrace. Thus one correctly writes ‘‘The partner- 


ship comprises three partners’’, but one often sees now such constructions as ‘‘The 
partnership is comprised of three partners’’ and ‘‘The three partners who comprise 


the partnership’’. 


mm . aaa 6c . . ° ~2? 
These are like writing ‘‘The box is contained of sixty matches 


and ‘‘The sixty matches that contain the box’’. 


—LESLIE RaIsIN. 
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CURRENT PROBLEMS DISCUSSED IN 
OVERSEAS JOURNALS 


MANAGEMENT ACCOUNTING 


In these notes reference has been made 
from time to time to the increasing amount 
of attention that is being given in overseas 
accountaney literature to management ac- 
counting. The magazines reviewed this 
month contain a particularly large number 
of interesting and stimulating articles on 
various aspects of the subject. 

In The Accountant of 2nd September 
there is a short article by P. Livingstone 
Armstrong under the title ‘‘ Accounting 
for Management: The Accountant’s Con- 
tribution.’’ The article stresses in general 
terms the need for dynamic and flexible 
management accounts. Sidney R. Catsiffe, 
on ‘‘Accounting Reports for Production 
Executives’? in Cost and Management 
(Canada), July-August, emphasises the 
need for prompt and accurate accounting 


information, presented in understandable 
form, to help in determining the degree of 


progress made towards achievement of 
financial goals. 

In the summer of 1950, the Institute of 
Cost and Works Accountants held its first 
summer school. Two of the papers and 
short reports of discussions thereon appear 
in The Cost Accountant, September. Sir 
Charles Renold, Chairman of Hans Renold 
Ltd., describes the system now in operation 
in his company, and contrasts it with that 
which was used twenty years ago. The 
paper is thus especially valuable in show- 
ing the evolution of costing and accounting 
control since 1930. It includes specimens 
and descriptions of the accounting reports 
used by the operating units and by top 
management. The plans of the business 
are reflected in the following accounting 
reports : 

Four-year plan of demand and pro- 
duetion activity, prepared annually. 

Four-year finance plan, showing re- 
sources and their uses, prepared 
every fourth year. 

Annual trading budget. 

Annual balance sheet budget. 

Annual equipment budget. 

Mntrasting 1950 methods with those of 
1930, Sir Charles says that most of the 


elements of control which existed in 1930 
are still there. There have, however, been 
two changes of emphasis. Much control 
which was formerly at the centre has now 
passed down to operating units, and the 
whole machine now runs so smoothly that 
problems of top management have shifted 
away from controlling execution to the de- 
vising of sound plans. 

The other paper, by C. E. Sutton, on 
*‘Overheads and Their Treatment in Cost- 
ing,’’ is largely an original discussion of 
different methods of allocation of overhead 
to product costs, of the control of over- 
heads, and of the relationship of account- 
ing for overhead to price fixing. 


In The Accountants’ Magazine (Edin- 
burgh), August, R. Peddie, Chief Account- 
ant of the United Steel Co. Ltd., in an 
article entitled ‘‘Factory Value Accoun- 
tancy : A Development of Standard Costs,’’ 
describes a system used in his company. 
Pre-determined values are set for every 
product made. These values are used for 
valuing work-in-progress and finished 
stock, and are revised only when changes 
in cost are reflected in changes in selling 
price. By this method, the profit and loss 
account is made much more informative, 
because it discloses the gain or loss on buy- 
ing, the manufacturing gain or loss on in- 
dividual departments or processes, and the 
trading profit or loss. 


In The Journal of Accountancy, Septem- 
ber, John D. Grayson discusses ‘‘The Con- 
troller’s Function in Predetermining Profit 
Through Forecasting.’’ In forthright terms 
he maintains that the budget needs to be 
‘*sold’’ to those who should use it. If top 
management does not want it, it is better 
to abandon it altogether. If it is wanted, it 
should be designed, dressed, and enthusi- 
astically touted. The best approach is to 
select the toughest foreman or division 
head, and convince him of the usefulness 
of the budget, then watch it grow—but 
there are words of warning also. The 
figures should not be foreed on department 
heads. The operation should be a joint 
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Current Problems—continued 

venture. The budget should not be over- 
done; it is best to start with a basic opera- 
tions and cash budget. Finally, it should 
be realistic, and the controller should not 
resort to ‘‘bromidic euphemisms.’’ 

The Journal of Accountancy, August, 
under the heading ‘‘How the Industrial 
Accountant can Help Management Make 
Sound Decisions,’ gives a summary of 
ideas from the N.A.C.A. 1950 annual cost 
conference. Topics dealt with are: pension 
plans as supplementary to Federal old-age 
benefits, accounting problems of economic 
security plans, control of clerical costs, in- 
creasing office productivity through train- 
ing, comparative costs (costs developed for 
a special purpose), control of distribution 
costs, content of cost reports, the account- 
ant’s part in employee and public rela- 
tions, and management opportunities for 
the industrial accountant. 

In The Accountants’ Journal (N.Z.), 
August, K. Schwarz reviews experience in 
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a New Zealand factory with wage incen. 
tive plans. Straight-out piece rates were 
rejected: they had a bad name in the fae. 
tory, and would have necessitated revision 
almost every year. A system of a differ. 
ential piece rate with a premium for over. 
production was also rejected because it was 
not thought ethical to penalise highly. 
skilled workers by reducing the premium 
for higher production. A differential piece 
rate with a reduced rate for over-produc. 
tion, with tight standards, was found to be, 
for the majority, no effective incentive, 
though for a few outstanding operators it 
resulted in very high wages. The system 
adopted was one under which a standard 
task was set in minutes per operation. If 
the standard was achieved, wages rose 
10%. In addition, workers were credited 
with the number of hours saved, and these 
saved hours were paid for with an addi- 
tional bonus at about two-thirds of the 
hourly rate. 


AUDITING 


A leading article in The Accountant, 
12th August, comments on the prosecution 
of two directors and an auditor in connec- 
tion with the prospectus of Richard Crit- 
tal] & Co. Ltd. The two directors were con- 
victed, and the auditor acquitted. The 
prosecution was under the Prevention of 
Fraud ‘(Investments) Act 1939, which is 
wider in scope and carries heavier penal- 
ties than the Companies Act. It was 
alleged that there had been misrepresenta- 
tion in the prospectus in two respects: 


(a) profits were forecast, although at 
the time of the issue the company 
was trading at a loss; and 

(b) development expenditure was 
shown in the balance sheet under 
current assets. 


In The Accountant, 2nd September and 
9th September, W. G. Campbell, on ‘‘The 
Auditor and the Companies Act, 1948,”’’ re- 
views the objects of, and experience so far 
with, the new legislation under the head- 
ings: disclosure, flexibility in presentation, 
power to control management, and law en- 
forcement. 

The Accountants’ Magazine (Edin- 
burgh), August, contains the first part of 
a lecture by R. T. M. McPhail on “‘ Investi- 
gations and Reports of Profits.’’ This por- 


tion of the lecture deals mainly with ad- 
justments to profits, assets and liabilities, 
and contains specimen working papers 
showing typical adjustments and _ the 
reasons therefor. 

The New York Certified Public Ac- 
countant, August, contains a useful article 
on ‘‘Audit Procedures in the Verification 
of ‘Other Assets’.’’ The ‘‘other assets” 
are those which are not classified as either 
current or fixed; such, for example, as cash 
or claims to cash which are restricted as to 
withdrawal or use, investments or ad- 
vances for control purposes, accounts re- 
ceivable arising from unusual transactions 
and which are not collectable within twelve 
months, the cash surrender value of life 
assurance policies, and unallocated or un- 
amortized costs of services. In the same 
issue of The New York Certified Public 
Accountant, another article, by J. B. ©. 
Woods, on ‘‘ Auditing Procedures: Liabili- 
ties—Direct and Contingent,’’ contains 
many hints as to clues to the existence of 
unrecorded liabilities. The audit of liabill- 
ties is described as the ‘‘least rigid and 
least prescribed of all sections of the audit 
programme.’’ ‘‘The auditor is more con- 
cerned with finding and uncovering liabili- 
ties and their disclosure on the balance 
sheet than with their systematic recording 
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Current Problems—continued 

in the books of account, and the niceties of 
terminology used in their balance sheet 
presentation.’’ 

In The Journal of Accountancy, Septem- 
ber, Alvin R. Jennings, Chairman of the 
American Institute of Accountants Com- 
mittee on Auditing Procedure, analyses 
new developments in auditing procedures 
and standards. ‘‘ Two priceless assets of the 
independent C.P.A.,’’ he says, ‘‘are his in- 
dependence and his right to exercise his 
judgment within the confines of recog- 
nized standards.’’ The word ‘‘audit’’ is 
far too general to be of any practical use, 
and the balance sheet audit is outmoded in 
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the light of the importance of the state- 
ment of operating results. Among other 
things, the article reviews the effects of the 
rapid growth of the profession, the respon- 
sibilities of auditors, the limitations of 
financial examinations, new standards of 
reporting, auditing rules as a code, and the 
acceptability of alternative procedures. For 
those who do not conform to accepted 
standards of procedure, Mr. Jennings 
thinks that education rather than punish- 
ment is needed. The work of the Insti- 
tute’s committee in education of the pro- 
fession and in the preparation and publi- 
cation of auditing and internal control case 
studies is described. 


ACCOUNTING THEORY 


A series of articles by B. J. Davis in The 
Accountant, 12th, 19th, and 26th August, 
deals with ‘‘Basie Accounting Principles’’ 
as applied particularly to accounting for 
depreciation in times of inflation. The 
articles support the orthodox view that de- 
preciation should be based on historical 
cost, but advocates the keeping of accounts 
in three currencies—pre-1914, pre-1939, 
and present-day—and converting annual 
accounts into present-day values. 

In The New York Certified Public Ac- 
countant, August, A. C. Littleton, in an 
article entitled ‘‘Inductive Reasoning in 
Accounting,’’ traces the connection be- 
tween conventions, rules, and principles of 
accounting. Stanley E. Shirk, ‘‘Is There 
More than One Set of Generally Accepted 
Accounting Principles?’’ in The Journal 
of Accountancy, September, is like many 
other people, worried about the different 
“generally accepted’’ principles of ac- 
counting. He instances, as examples of 
serious differences, such matters as ac- 
counting for inventories (in respect of 
Which the door is left open for other prin- 
ciples than those generally accepted), the 
treatment of interest during construction, 
accounting for income taxes, the phrase- 
ology of accounting reports, and the con- 
troversy between the advocates of the all- 
inclusive and of the current operating 
concept of the income statement. He em- 
Phasises the need for a combined effort of 
authoritative accounting bodies to reduce 
these differences and make the term ‘‘gen- 
erally accepted accounting principles’’ 
mean something. 

In The Canadian Chartered Accountant, 
August, N. R. Moran questions whether 


losses should be anticipated. He believes 
that the practice of anticipating losses 
arises from over-emphasis on the balance 
sheet. The operating statement is the goal 
of accounting, and this is a strong argu- 
ment for basing accounting on historical 
cost. To make a really ideal audit report, 
he maintains, there should be added the 
following paragraphs: 

“ “We have also restrained ourselves 

from making such prophetic entries as—- 


Dr. Surplus 
Cr. Reserve for _ contingencies 


caused by spots on the sun, 
or 


Cr. Reserve for replacement of 
plant at price-levels to be in 
effect in 1983. 


In our opinion, these problems are 
strictly yours. As auditors, we deal only 
with the past. Heaven preserve us from 
having to guess the future!’’ 


Angus Macbeath, in The Accountant, 
12th August, deplores the intermingling of 
accounting considerations and taxation al- 
lowances in depreciating assets. For the 
financial accounts, he supports the ortho- 
dox view that unforeseen obsolescence and 
increased costs of replacement should be 
dealt with by appropriations of profit. For 
cost accounts, the estimated replacement 
cost basis should be used, but obsolescence 
should not be charged in costs. He dis- 
cusses, also, the treatment of initial allow- 
ances for taxation purposes, and the desir- 
ability of a taxation adjustment account 
through which the tax saved by claiming 
the initial allowance should be handled. 
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EDUCATION AND TRAINING OF ACCOUNTANTS 


In The Journal of Accountancy, August, 
Lewis B. Ward and Russell H. Hasler 
analyse experience at the Harvard Busi- 
ness School of the American Institute of 
Accountants’ personnel testing pro- 
gramme. The article sounds a note of cau- 


tion. The programme may not be the major 
answer to all of accountancy’s personnel 
selection problems, and it is questionable 
whether accountants for the future should 
be chosen on the basis of past criteria. 


In the same issue of The Journal of Ac- 
countancy, Joseph C. Dise describes ‘‘ How 
to Conduct a Training Programme for New 
Staff Assistants.’’ The article is intended 
for the medium and large-scale firm, but 
contains suggestions for adaptation to the 
small firm. Major subjects in the training 
programme should be mathematics, opera- 
tion of business machines, detailed audit- 
ing procedures, staff and office procedures, 
and taxation. 


ORGANISATION OF AN ACCOUNTANT’S PRACTICE 


George A. Peterson, in The Journal of 
Accountaney, September, describes ‘‘A 
Budget and Cost Estimating System for a 
Medium-sized Cost Accounting Firm.’’ It 
is important that the public accountant 
should know his costs, so that fees can be 
set intelligently. The allocation of direct 


costs presents no great problem, but in- 
direct costs are not so easy. Mr. Peterson 
suggests a method of analysis and alloca- 
tion which sets up an expense budget and 
expense distribution, illustrates the 
method by a worked example. 


and 


TECHNICAL ARTICLES 


In The Accountant, 12th August, J. E. 
Stone states the case for recognition of de- 
preciation in hospital accounting instead 
of treating it as covered by replacements. 

Adolph Metz, in The Canadian Char- 
tered Accountant, August, describes a 
streamlined invoicing procedure installed 
in a small concern manufacturing and sell- 
ing fire-prevention devices. The procedure 
is based upon the taking of ten copies of 
each invoice, to be used as under: 

1. Original. 

2. Shipping copy. 
3. Packing slip. 
4. Record. 


». Posting copy. 
6. Customer’s file copy. 
fP ee 
g Extra copies of invoice. 
9. Order file. 
10. Acknowledgment of order. 

In The Journal of Accountancy, August, 
Harry I. Condon, Controller of Lightolier 
Ineorporated, describes the application of 
punched-card accounting to a _ general 
ledger and monthly operating statements. 
By the use of the system, monthly operat- 
ing statements have been produced in six 
instead of twenty days. 


PUBLIC ACCOUNTS 


In The Accountants’ Journal (N.Z.), 
August, W. Rosenberg makes an analysis 
of the New Zealand publie accounts for 
1949-50. 

The addresses of the publications referred to in 
this article are as follows: 

The Accountant, 
42 Baker Street, 
London, England. 
Cost and Management (Canada), 
66 King Street East, 
Hamilton, Ontario, Canada. 
The Cost Accountant, 
63 Portland Place, 
London, W.1, England. 


The Accountants’ Magazine (Edinburgh), 
4 Rothesay Place, 
Edinburgh 3, Scotland. 
Journal of Accountancy, 
270 Madison Avenue, 
New York 16, N.Y., U.S.A. 
The Accountants’ Journal (N.Z.), 
York House, Lambton Quay, 
Wellington, C.1, N.Z. 
New York Certified Public A¢ 
677 Fifth Avenue, 
New York 22, N.Y., U.S.A 
Canadian Chartered Accountant, 
10 Adelaide Street East, 
Toronto, Ontario, Canada 


The 


untant, 
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SOME ASPECTS OF THE ACCOUNTANT’S 
CONTRIBUTION TO MANAGEMENT 


Sm RicHarp YEABSLEY, C.B.E., F.C.A., F.S.A.A. 


(Being an address given to members of the Institute in Sydney on Wednesday, 
25th October, 1950, and in Melbourne on Friday, 10th November, 1950.) 


You have kindly asked me to address 
you on what I regard as a most important 
subject, and I hope my observations will 
both be of interest and provocative of dis- 
cussion on another occasion. 

A few moments’ reflection will lead one 
to conclude that the term ‘‘management’’ 
may fairly be taken to provide a convenient 
definition of one section of business people 
with whom we are in daily contact, to 
whom we are responsible to some degree, 
and who directly or indirectly contribute 
to our incomes. It may also be taken as 
meaning all those concerned with the day- 
to-day direction of the expenditure of 
effort, time, materials and money in trade 
or commerce, together with those respon- 
sible for the general direction and control 
thereof. 

It may well be true that years ago we 
were mostly concerned with the record in 
terms of bookkeeping, and while this basic 
accounting is as necessary to-day as ever it 
was, its form is very different. Gone are 
the days when the preparation of the profit 
and loss account and balance sheet repre- 
sented the acme of our performance and 
the fruits of our labours—this summation 
of transactions providing a review of the 
past is now but one of the accounting con- 
tributions. 

To-day, as accountants, we occupy posts 
as executives in industry—the accountant 
now being regarded as an essential link in 
the chain of responsibilities and not re- 
garded as necessarily covered by the book- 
keeping department, the cashier, or in- 
deed, the auditor. We note, in passing, the 
terms chief accountant, controller and 
similar titles. Then we may act as direc- 
tors, financial advisers or accountant ad- 
visers. In the latter category I include the 
practitioner who is called upon to advise 
clients for whom he may or may not act as 
auditor. QOne’s ideas or advice should 
rarely be foreed on an unwilling listener, 


but might there not be occasions on which 
or a manner by which that result can be 
achieved? This does not refer to common- 
place observations on the figures or results, 
but to matters of fundamental importance 
where the shareholders’, management and 
workers’ interest in the concern is vitally 
affected as to the present and the future. 
It is here that a degree of insistence is jus- 
tified—but let us savour our comments or 
criticisms with an appreciation of the wider 
issues involved, an understanding of 
human nature, a deep sense of our respon- 
sibilities, courage, and humility. Let us be 
helpful friends, not wiseacres. 

Although in the ultimate much has to be 
measured in terms of money, there should 
not be overlooked the use, wherever appro- 
priate, of units of wider international sig- 
nificance, such as time, length, weight or 
a combination of them—these are unaf- 
fected by changes in monetary values and 
provide indices or standards of almost 
universal application. It is well to appreci- 
ate the full significance of the phrase, 
‘‘Time is money.’’ 

One has only to consider the limitations 
of a balance sheet to appreciate that a 
statement providing an aggregation of 
monetary units may not be appropriate 
for all purposes. 

Management is entitled to expect state- 
ments to be fully dimensional and suitable 
for the purpose for which they are pre- 
pared—we should note that this may in- 
volve remarshalling the facts and, in some 
eases, the evaluation of them in some other 
form. 

Some simple illustrations are sales by 
departments, travellers, areas, ete.; costs in 
terms of weight of materials used ; revenue 
in terms of number of passengers, miles 
run, ete.; selling expenses per £ of turn- 
over, per traveller, sales operative, ete. 
Many other ratios or units of expression 
will occur to one on reflection, as will the 
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use of co-efficients generally. The use of 
indices of production is of national and in- 
ternational importance. Much has ‘been 
said and done, a great deal remains to be 
done, in this field of the measurement of 
productivity—usually expressed as units 
of production in terms of man-hours used; 
there are other features, such as machine- 
hours and electrical energy consumed. The 
accountant has a part to play in their 
proper measurement from adequate data 
under reasonable conditions, and in ensur- 
ing that their necessary limitations are ap- 
preciated by those who use them. I stress 
the word ‘‘necessary,’’ as we should do our 
utmost to ensure that such limitations are 
at their minimum. As an example, consider 
a machine-efficiency index giving output in 
weight, length or number of units per hour 
for the period; this provides a link to the 
speed at which the machine has run, but an 
alteration in speed may well affect the 
quality of the product, so that the produc- 
tion of faults should be considered too, as 
indeed the type of operative, trainee, ete. 

Management is entitled to expect that 
the accounting system provides it with in- 
formation for its purpose, that it is pro- 
vided when it is necessary, in the detail 
necessary, and at a reasonable cost. 

Our profession should see to it that we 
can properly advise on the matter of ac- 
counting systems, and before doing so 
acquaint ourselves fully as to the technical 
problems involved. Over-elaboration and 
duplication of records is a form of waste 
to be avoided—the system should be per- 
fectly simple, rather than simply perfect. 

We are concerned with the past in the 
summarizing of the records of past trans- 
actions, the present in recording the daily 
operations, and the future by reference to 
past experience adjusted to take account 
of anticipated changes. While, therefore, 
we are much concerned with day-to-day 
happenings and the past, we must be pre- 
pared, wherever appropriate, to assist in 
planning for the future. Apart from the 
control of financial resources in terms of 
working capital or funds, we can assist by 
the use of so-called break-even charts in 
determining the extent of production or 
sales required to cover fixed costs, the 
effect of volume on production costs and 
profits, and also in assessing the economic 
size of the productive unit. 
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While it is often the case that the ac- 
countant may only provide what he is 
asked or paid to provide, it is submitted 
that we have a public duty to perform in 
doing all possible to stimulate in manage- 
ment, wherever this is necessary, an aware- 
ness of the necessity of maintaining ade- 
quate costing records and of the advan- 
tages to be obtained by their proper use. 

The test of efficiency is one constantly to 
be applied, and involves the application of 
the highest degree of skill in technology 
and management to the ever-changing 
problems of industry and commerce. These 
tests can only be fully applied if there is 
available to management the means in 
terms of accounts, costing statements, 
statements of actual usage of materials, 
labour, ete., with ‘‘standard’’ usage and 
budgeted production figures. 

While it may be true that in the ultimate, 
cost will determine price, it should not be 
assumed that the object of a costing system 
is to determine selling prices. While in cer- 
tain cases cost will have a significant bear- 
ing on the determination of selling prices, 
the main advantage to be obtained is in the 
control of the use of the resources avail- 
able and purchased. 

Forecasting of profits for prospectuses 
is rightly no part of the function of the 
auditor or the reporting accountant, but 
within a business it is part of the account- 
ant’s work to provide budgets where neces- 
sary. It is here that the closest co-opera- 
tion with technical executives is desirable, 
together with a clear lead from the manag- 
ing director or chief executive. The bud- 
gets should be prepared by reference to 
such directions, ete., and the past know- 
ledge available from the accounts and state- 
ments of actual results, usages, ete., for 
previous periods. Wherever possible, there 
should be made clear to those concerned 
with the study of such budgets the assump- 
tions on which they are prepared and any 
inherent and known material weaknesses. 

I have previously mentioned the use of 
break-even charts, and a reference to mar- 
ginal costing would seem appropriate. The 
study of marginal costs at differing levels 
of activity is one of some importance, and 
in my view has not received the attention 
it deserves. What is the economical size of 
unit of production ?—is a question posed 
many times, but seldom answered.—I be- 
lieve we should address our minds to these 
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Accountant’s Contribution to Management—cont. 
matters and be able to help management 
thereon. 

Our knowledge and skill should be used 
as a counterpart to the technical knowledge 
of our associates; we can provide some of 
the essential tools of management, but do 
not let us think that a business can be 
run by a managing director or the chief 
executive by the use of accounting state- 
ments only. He represents the focal point 
through which the policy of the board of 
directors is translated to productive, execu- 
tive, or administrative action, involving as 
a primary consideration the human factor 
on which the success of the undertaking 
largely depends. 

One of the main problems that falls to 
be tackled in our present struggle—and, 
indeed, in the long term if we are to pros- 
per—is the elimination of waste. Waste 
occurs in many ways, but from the national 
standpoint it may be summarized as: 

(i) loss of imported materials ; 
(ii) the prodigal use of national 
material resources ; 
(iii) unproductive effort. 

To eliminate waste effectively it is neces- 
sary to know of its extent at any point of 
time—it is an insidious disease, and one 
that must constantly be kept under treat- 
ment. It is vital to our economy that costs 
be kept at their minimum—a proper mini- 
mum—but how can this be achieved with- 
out knowing where such costs can be: re- 
dueed ? 

One would have expected that by this 
time we should have established principles 
which would have determined how certain 
terms are evaluated, but I submit there is 
a lamentable lack of certainty in this res- 
pect. Three important terms are capital, 
profit and depreciation, but all would 
agree that each of these does not convey 
any single meaning—it may be that they 
cannot; if so, they should not be used for 
all purposes, but suitably qualified 
wherever possible. 


One concept of capital is that of a fund 
provided by unspent income, whether in- 
itially by proprietors out of their personal 
financial resources, or undistributed profits 
of the joint undertaking. Another concept 
is that of the physical assets represented by 


the expenditure of such funds. In times 
of changing monetary values—particularly 
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where such changes occur in comparatively 
short periods—the provision of funds to 
maintain physical assets or productive cap- 
acity must be materially influenced by the 
assessment of profits, by the taxes levied 
thereon, and by the sums distributed to 
proprietors as shareholders by way of divi- 
dend. If this latter concept of capital be 
correct, it would seem not illogical to apply 
it to current or circulating assets as well as 
to fixed assets, and if that be accepted it 
might be difficult to justify as distributions 
of profit some of what has been paid in 
dividends in the last few years. 

In regard to profit or income, it is essen- 
tial that this be fairly and consistently 
measured, involving as a primary con- 
sideration the valuation of stock. We are 
not valuers, but ¥e can and should render 
the maximum service to management on 
this subject. The disclosed profits for re- 
spective periods are used for a variety of 
purposes, not the least the assessment of 
taxes, but one usually finds in practice that 
a different figure is required for almost 
every purpose. A great deal remains to be 
done on this subject of the measurement of 
income, and it is for our profession to take 
the lead and assist in the promulgation and 
adoption of methods for general applica- 
tion wherever this is possible. 

Let us all appreciate the limitations of 
a balance sheet, an earnings or cost state- 
ment for a short period, the expression 
‘‘stock turnover,’’ current and 
others that will doubtless come to mind. In 
doing so, let us understand the difficulties 
of our technical colleagues in industry or 
commerce in appreciating that ours is no 
exact science, and that while a photograph 
may illustrate a feature at a point of time, 
the picture may well be quite different 
when taken from a different standpoint or 
at some other point of time. Is the cost of 
production identical for any two days? 
But are we not inclined to say with some 
certainty that the cost of production for 
the three months was £X per ton ?—true in 
itself, but the costs for each of the months 
may have been £X minus 1, £X, and £X 
plus 1, respectively. 

Our duty is to be as precise as possible 
without needless or petty reservations, but 
also with an overriding appreciation of the 
purpose to which our conclusions may be 
put and of the standing of the person re- 
viewing them. 


assets 
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Accountant’s Contribution to Management—cont. 


There is scope for research in this field 
to minimise the limitations that at present 
exist and to ensure that no more or less can 
be attributed to a statement, etc., than is 
warranted. 


Success in management is due at least in 
part to the judicious delegation of respon- 
sibility to those most concerned in the re- 
spective sections of the organisation, and 
it is necessary, therefore, that with respon- 
sibility there should be provided the means 
of exercising it. In certain respects this 
requires that those concerned be furnished 
with information from the accounting 
records. 


While it is necessary that the salient 
facts should be presented as early and as 
frequently as practicable, it is eminently 
desirable that the facts should be properly 
presented. Statements should be prepared 
with the following in mind: clarity, cer- 
tainty, and brevity, the degree of the last 
two being governed by the purpose of the 
statements and the time available to the 
persons to whom they are presented. A 


great deal of the value of excellent work by 
accountants is lost by the lack of the art of 
presentation. The busy executive or ad- 
ministrator requires the salient figures or 
facts, not a mass of detail. The latter, how- 
ever, should be available to those concerned 


therewith, but a well-drawn statement 
giving appropriate emphasis will be appre- 
ciated by all. 

The three attributes of clarity, certainty, 
and brevity referred to should be secured 
in the greatest possible measure, but while 
certainty should not be sacrificed for 
brevity and vice versa, a due sense of pro- 
portion is necessary. 


In considering the extent of dividends it 
is clearly necessary to have regard to the 
diminution in working capital occasioned 
thereby. There remains the important 
question of maintaining the productive 
capacity of the business, a feature touched 
upon earlier in this address. While it is not 
possible in many eases to set aside sufficient 
to meet the difference between original 
and ultimate replacement cost of plant, it 
is clearly the duty of those concerned with 
the direction of industry to be fully aware 
of the extent of this diminution in ultimate 
productive capacity and determine 
dividend policy with this in mind. 
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While the issue of free bonus shares does 
not affect the capital employed in the busi- 
ness, the implied increase in dividend dis. 
tribution ought not to be lost sight of; and 
should the bonus distribution be in the 
form of prior types of capital, the effect on 
the equity capital may well be significant. 
From the shareholder’s point of view, the 
capitalization of reserves can be of little 
value and may ultimately involve a formal 
reduction of capital to extinguish losses 
that may be ineurred which could other- 
wise be written off against the reserves that 
are capitalized on a bonus issue. 

Reference has been made earlier to the 
use of standards, management ratios, pro- 
duction indices, ete., as the yardsticks to 
enable comparisons to be made and per- 
formance judged. We have noted also how 
necessary it is for these standards to be 
fairly measured and stated, but that they 
may include elements of waste or loss. 

In periods of competition, the amount of 
price and the form of the price structure 
were largely determined by the extent and 
nature. of the competition, but to-day there 
exists a large field of production and ser- 
vice where the full forces of competition 
are absent. How are we to be satisfied that 
such prices or charges are reasonable? Gen- 
eral comparisons within the country can- 
not always be made, and those made with 
other countries have to be made in the light 
of many factors, including the respective 
standards of living. It will, however, be 
necessary for effective comparisons to be 
made wherever possible to ensure that 
steps can be taken to reduce waste in re- 
sources and in the use of available effort. 
It is not sufficient to show that this under- 
taking is making a profit of £X or that its 
loss was insignificant; the state of our 
national economy demands that X be rea- 
sonable, but with the maximum benefits 
passed on to the consumer in terms of 
lower charges or prices. 

This is largely a new field, but one in 
which we clearly can and must make & 
contribution. I believe that the days of in- 
creasing prices are nearly at an end, and 
that industry and commerce are now more 
coneerned with a scrutiny of costs of all 
kinds to provide a saving of a lasting 
character, rather than pursuing the alter- 
native of increasing prices. The advent ot 
a buyer’s market has focused attention 
again on the necessity for the control of 
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Accountant’s Contribution to Management—cont. 


costs and of their amount—a task of 
management in which we have a leading 
part to play. 

The problems of management in both 
industry and commerce are ever-changing, 
and require the constant review of existing 
methods of manufacture, servicing, and 
distribution, and in this connection there 
will doubtless arise at various times a con- 
sideration of increased standardisation, 
specialisation, and simplification. 

We have considered various aspects of 
the contribution we should be prepared to 
make, and there is little need to stress them 
further, so, in conclusion, I propose to 
summarize in general terms. 


Let us see to it that our approach to the 
problems is a practical one and the solu- 
tions we advocate are practical also. They 
should have due regard to our obligations 
to our employers and the community, and 
not be inconsistent with principles estab- 
lished in the Christian doctrine for the wel- 
fare of humanity at large. 
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As part of a team, let us use those gifts 
with which we are endowed and the experi- 
ence gained in our training. The quality 
of our contribution will help set a standard 
for others which, if in keeping with our 
tradition of giving of our best in times of 
emergency, will ensure our victory in the 
economic battle in which we now find our- 
selves engaged, and which we must win if 
we are to maintain our present standard 
of living and not lose the benefit of the 
great progress made in science and in the 
social services. 

Finally, ‘‘What may management ex- 
pect from the accountancy profession?’’ 
The answer, simply stated, is ‘‘Service’’— 
not in terms of placid or passive obedience, 
but as a dynamic instrument in providing, 
within the bounds of our competence, just 
what is required of us by management at 
the time it requires it. In submitting to 
you this proposition of the rendering of 
service, may I say that the extent and the 
rendering thereof is, in my view, the 


measure of success of much more than the 
accountancy profession. 
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BOOK REVIEWS 


Rogers and Voumard on Mercantile Law in Australia, Second Edition: Butterworth 


& Co. (Australia) Ltd., Sydney, 1950. 


25 /-. 


This is another of those works on mer- 
cantile law which commence with a state- 
ment of the law of contract on the lines of 
Anson ’s classic treatise—in this case down 
to the famous Dresden china illustrations 
—followed by a number of chapters for the 
most part covering the usual topics con- 
sidered to be part of the principal subject 
matter. That such an arrangement has 
been adopted does not detract in the slight- 
est from the work, having its objects in 
mind. It is much better to use a well-tried 


plan than to jeopardise quality by provid- 
ing novelty of treatment merely for the 
sake of so doing. It does mean, however, 
that we are not for present purposes con- 
cerned to go into the merits of the scheme 
adopted, but only its particular application 


by the authors. 


The book is intended for students of com- 
mercial law or mercantile law at the stan- 
dard of the examinations of the. various 
accountancy institutes. When thus re- 
garded it can be said that the authors have 
provided a clear, simple, and yet remark- 
ably full treatment of their subject. With- 
out being over-encumbered by detail, it is 
far from the bare bones of mereantile law 
that is here given. It contains so much 
that is useful that it would be of real value 
on the shelves of any business man desiring 
a compendious statement of commercial law 
or a ready means of ascertaining if local 
law is at variance with statements in 
English text books. 


The authors have shown unusual courage 
in resisting the temptation to hold them- 
selves out as up-to-date by citing numerous 
recent decisions—a thing often done at the 
expense of a straight-forward presentation 
of the law, sinee the recent case is fre- 
quently a particular refinement of a well- 
established principle better illustrated by 
the older decisions. Only 5% of the cases 
cited have been decided since 1930, com- 
pared with 16% in another similar work. 


Pp. XVI + 460 and 11 pp. index, price 


In addition to the main body of the text, 
there are five useful appendices, although 
one may wonder why patents, trade marks, 
and copyright are appropriate to an appen- 
dix if landlord and tenant, mortgages, and 
a reprint of the Bills of Exchange Aet 
1909-1936 are proper for inclusion in the 
body of the work. 


Any points of criticism are not intended 
to imply that this is other than a work of 
definite quality, having its objects in view. 
Rather than stressing the peculiarity of 
the position of acceptance of offers by post 
(p. 15), it might have been more helpful 
to students to explain the theory behind 
this type of contract. Regarding infants, 
no hint is given as to what is the law on 
the subject of their contracts outside the 
three categories discussed—an omission by 
no means peculiar to this book. When deal- 
ing with innocent misrepresentation, be- 
sause of the very considerable limitation 
imposed on the availability of equitable re- 
lief, mention might perhaps have been 
made of the rule in Watt v. Westhoven, 
particularly as so little light on this point 
is likely to be obtained from any English 
text book available for reference. Whether 
it is worth while discussing landlord and 
tenant without giving any clue as to thie 
basis on which tenancies are determined 
and possession obtained under recent legis- 
lation would appear doubtful. In-addition, 
there are several places where a blue pencil 
would have been an advantage to eliminate 
unnecessary words. 


One final remark: There is much to be 
said for a work of this type being written 
by qualified lawyers, as has here been done. 
There is more in writing on law than 
merely setting out rules in accurate form 
—one needs the feel of the subject. In all, 
both the student of the type for whom it 
was written and the business man will do 
well to possess this book. 

M. BRADSHAW. 
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Insolvency Practice: J. SnairH, A.s.a.A.; Gee & Co. (Publishers) Ltd., Australasian 


Agents, The Law Book Co. of Australia Pty. 


Insolvency Practice, J. Snaith, A.S.A.A., 
is an English text book dealing with prac- 
tical aspects of the winding up of the 
affairs of insolvents, both individual and 
corporate. Because it is an English book 
and deals solely with English conditions, it 
is one which must needs be taken here in 
rather careful doses. The reader will re- 
quire to ‘‘allow to stand and strain off 
unrequired sedimentary matter before 
taking.’’ However, with this preliminary 
caution, the dose should be valuable. The 
book is divided into six parts: (i) General, 
(ii) Bankruptey, (iii) Deeds of Arrange- 
ment, (iv) Voluntary Liquidation, (v) 
Compulsory Liquidation, (vi) Receivers. 

The author deals with each of these mat- 
ters all the time from the point of view of 
either the bankruptcy trustee, the liquida- 
tor, or the Receiver. He is not so much 
concerned with law as with practice. In 
fact, he is hardly concerned with law at all 
(for which reason some people may find the 
book highly refreshing). He treats law 
merely as an adjunct—an evil that a trus- 
tee must have regard to but nothing more. 
He is clearly a practical man who has had 
considerable experience in the matters of 
which he writes. Many of the paragraphs 
(the book is presented in chapters, but the 
whole is numbered throughout in consecu- 
tive paragraphs) can be described as 
‘‘tips’’ to the unwary, and they are full of 
practical wisdom. Here are a couple of 
examples of his advice: 

‘Selling book debts at the close of a 
winding up can breed a lot of trouble and 
annoyance which the following suggestions 
may help to avoid. 

(a) Sell for cash only. There is a cus- 
tom in the credit drapery trade that 
purchases of ‘‘rounds’’ shall be 
paid for by bills which mature ap- 
proximately as the debts are (or 
should be) collected. A prospective 
purchaser, unless disillusioned, may 
be quite honestly under the impres- 


Ltd. Pp. 306, price 39 


sion that he will be able to pay in 

this way. If it is made perfectly 

clear that the transaction is to be a 

‘spot cash’ one a certain amount of 

confusion and ill feeling can be 
avoided. 

It should be made clear to the pur- 

chaser that although the vendor be- 

lieves the amounts shown in the 

schedule of debts to be owing, he 

does not guarantee that fact and 

that no discrepancies that may come 

to light are to form the basis for any 

claim for adjustment or allowance 

on either side. A clause to this effect 

should be incorporated in any docu- 

ment of assignment.’’ (Par. 153. 

Again, in par. 128: ‘‘There is one gen- 

eral ‘rule of thumb’ that can be applied to 

the carrying on of any manufacturing 

process by an insolvent business. It is sel- 

dom profitable to add labour and fresh 

material to goods in process. The debtor 


will probably say that by the purchase of 
this, that and the other raw material he 
can make considerable savings in the ulti- 
mate realisation. He probably believes that 


he ean, but...to embark upon the pur- 
chase of anything but a trifling quantity of 
raw material for the purpose of enhancing 
the saleability of goods in process is the 
easiest road to disaster.’’ 

These are typical of many similar ex- 
amples throughout the book, and, in the 
writer’s view, its defects which are men- 
tioned above are outweighed by the sound- 
ness of the practical wisdom it contains. 
Although the details of our laws on this 
subject may have departed here and there 
from the English law, the broad substance 
remains the same. 

Perhaps a few minor points in conclu- 
sion: the book is well bound and very well 
printed; it is also well written in clear 
simple English ; the style is lucid and plain 
and extremely readable. 


H. N. WARDLE. 
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LEGAL SECTION 
Edited by 
J. M. GREENWOOD, LL.B., F-.I.C.A. 


THE “EJUSDEM GENERIS” RULE 


By clause 26 of a charterparty, the cargo 
was to consist of ‘‘lawful general mer- 
chandise, excluding acids, explosives, arms, 
ammunition, or other dangerous cargo.”’ 
Some turpentine was shipped, and was con- 
sidered so dangerous on arrival that the 
ship was compelled to discharge in the 
stream, with consequent delay, resulting in 
a claim for damages by the shipowner. The 
question then arose whether ‘‘other 
dangerous ecargo’’ included turpentine. 

The charterers called in aid the ‘‘ejus- 
dem generis’’ rule. This rule is a rule of 
construction meaning ‘‘of the same kind.’’ 
Where particular words are used followed 
by general words and the particular words 
are all species of the one genus, i.e. consti- 
tute a class, the general words are inter- 
preted as being restricted to that class. For 
example, an Act named nineteen different 
kinds of animals, none being a bird, and 
coneluded with the words ‘‘or any other 
domestic animal.’’ It was held not to ap- 
ply to a fighting cock (Johnston v. Aber- 
crombie, 30 Se. L.R. 260). 

Rules of construction are not inflexible. 
They are merely presumptions to assist in 
unravelling the meaning of an instrument 
and they readily yield to any expression 
of contrary intention. The general rule on 
which the shipowner relied is expressed in 
the famous Golden Rule of Lord Wensley- 
dale: ‘‘The grammatical and ordinary 
sense of the words is to be adhered to un- 
less that would lead to an absurdity or 
some repugnancy or inconsistency with the 
rest of the instrument; in which ease the 
grammatical and ordinary sense of the 
words may be modified so as to avoid that 
absurdity, repugnancy or inconsistency, 
but no further.’’ (Grey v. Pearson (1857), 
6 H.L.C., at p. 106.) 

The Court’s approach to the charter- 
party was in accordance with the modern 


tendency to give words their plain and 
literal meaning if possible. Per Devlin, J.: 
‘*It seems to me that the only reason why 
the owner is objecting to acids, explosives, 
arms, or ammunition is because they are 
dangerous, and, that being so, he may be 
presumed to have the same objection to all 
other dangerous cargo. On this ground, 
therefore, I think that the contention of 
counsel for the charterers fails.’’ 

Devlin, J., then expressed these views of 
the ‘‘ejusdem generis’’ rule, embodying a 
somewhat broader conception than that 
given above: ‘“‘If a genus cannot be found, 
doubtless that is one factor indicating that 
the parties did not intend to restrict the 
meaning of the words, but I do not take 
it to be universally true that, whenever a 
genus cannot be found, the words must 
have been intended to have their literal 
meaning, whatever other indications there 
may be to the contrary. I see no reason 
why, if it accords with the apparent inten- 
tion of the parties, the words should not be 
treated, as suggested by Lord Macnaghten 
in Thames and Mersey Marine Insurance 
Co. v. Hamilton (1887), 12 App. Cas. 484, 
as being: ‘. . . inserted in order to prevent 
disputes founded on nice distinctions .. . 
[and] to cover in terms whatever may be 
within the spirit of the cases previously 
enumerated... .’ 

‘‘Tegal draftsmen,’’ he said, ‘‘are all 
familiar with the existence of the rule, and 
familiar, too, with the proper signals to 
hoist if they do not want it to apply. 
Phrases such as ‘whether or not similar to 
the foregoing’ and ‘without prejudice to 
the generality of the foregoing’ are often 
employed in legal draftsmanship, and , , , 
the addition of ‘whatsoever’ generally 
serves the same purpose.’’ (Chandris Vv. 
Isbrandtsen-Moller Co. Inc., [1950] 1 All 


E.R. 768.) 


b 


AGENCY: DEPOSIT PAID TO AGENT—WHETHER AGENT 
A STAKEHOLDER 


By a contract dated 12th October, 1948, 
P, as agent for the disclosed vendor A, 
entered into a contract with B for the sale 


of a house for the sum of £1370, including 
furniture. The purchase price was ex- 
pressed to be payable £100 as a deposit and 
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the residue within 14 days after the con- 
sent of the Treasury. Consent was refused, 
and the transaction was then at an end. 


While the deposit of £100 was still in 
P’s possession, an order against B for pay- 
ment of the sum of £53 to C was made by 
a Court of Petty Sessions. C then obtained 
orders nisi under the garnishee provisions 
of the Justices Act, 1928 (Vic.), attaching 
the deposit of £100 in the hands of P on 
the basis that he was holding it for B. On 
the return of the orders nisi A claimed that 
the £100 was not attachable in P’s hands, 
as he was holding it as agent for him. The 
Court decided that P was holding the 
money as stakeholder on behalf of B, and 
made the orders nisi absolute. A then 
obtained orders nisi to review the decisions 
of the magistrates. 


Held: that the agent P held the deposit 
on behalf of the vendor A, and not as stake- 
holder, and that the purchaser B was not 
entitled to receive the deposit from the 
agent and, therefore, the deposit moneys 


were not attachable at the suit of the judg- 


ment creditor, C. Per Barry, J.; ‘*. .. 
where a person is agent for a disclosed 
principal, and procures the making of a 
contract between that principal as vendor 
and another person as purchaser, in the 
absence of a contract between the agent 
and himself, the purchaser has, apart from 
legislation, no rights against the agent and 
no obligations to him. It sometimes hap- 
pens, however, that the intermediary is not 
the agent of the vendor, but receives 
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money from the purchaser as a stakeholder. 
Such a position results from an agreement, 
express or implied, between the two parties 
and the intermediary, or between the in- 
tended purchaser and the intermediary. 
Where, for example, the intended pur- 
chaser pays money to the intermediary to 
be used as a deposit in the event of an 
effective contract between him and the ven- 
dor being brought into existence, the pay- 
ment may be upon an implied promise by 
the intermediary that if no binding con- 
tract comes into existence the money shall 
be returned to the person paying it. 
(Whinfield v. Lovell, [1926] V.L.R. 185, 
per Weigall, A.-J., at p. 187; Wells v. 
Birtchnell, [1893] 19 V.L.R. 473.) Where, 
however, the parties sign a contract which 
is legally binding but which cannot be 
carried into effect unless some governmen- 
tal authority approves of some part of the 
contract, sueh as the agreed price, and the 
intermediary is the agent for the vendor, 
and bound only by his contract of agency 
with the vendor, and that governmental 
authority refuses approval, his character 
as agent for the vendor is not affected by 
that circumstance; the refusal does not 
alter the only contract by which he is 
bound, which is the contract between him- 
self and his principal, the intended vendor. 
In such a case there is no contract between 
the intermediary and the purchaser, and 
there is no basis for an implied promise 
that he will return deposit moneys he has 
received on behalf of his principal to the 
purchaser who paid them.’’ (Smith vy. 
Woodcock, {1949} V.L.R. 114.) 


CONTRACT: RELIEF FROM THE LITERAL MEANING 
OF THE WORDS USED 


‘‘The day is gone when we can excuse 
an unforeseen injustice by saying to the 
sufferer: ‘It is your own folly. You ought 
not to have passed that form of words. 
You ought to have put in a clause to pro- 
tect yourself’.”’ (Per Denning, L.J., in 
British Movietonews, Ltd. v. London and 
District Cinemas, Ltd., [1950] 2 All E.R. 
390, at p. 396.) 


During the war the defendants, who 
were film exhibitors, had made an agree- 
ment to ‘‘cross-over’’ newsreels because of 
restrictions imposed by the Cinematograph 
Film (Control) Order, 1943. After the 


cessation of hostilities this order was con- 
tinued in form, but for different purposes. , 
Newsreels were in short supply and dollars 
had to be conserved. The exhibitors sought 
to terminate the agreement in 1948, but 
the distributors, the plaintiffs, claimed that 
it must remain in operation under its terms 
until the Order was discontinued. 

Counsel for the exhibitors put his argu- 
ment on three grounds: (1) on the true 
construction of the agreement; (ii) on an 
implied term in it; (iii) on the change of 
circumstances since it was made, which 
was, he said, analogous to a frustration. 
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But he said that these three grounds 
shaded into one another, because they were 
all really concerned in finding out whether 
the contract applied in the new situation. 


Held (Court of Appeal) : no matter that 
a contract is framed in words which, taken 
literally or absolutely, cover what has hap- 
pened, nevertheless, if the ensuing turn of 
events was so completely outside the con- 
templation of the parties that the Court is 
satisfied that the parties, as reasonable 
people, cannot have intended that the con- 
tract should apply to the new situation, 
then the Court will read the words of the 
contract in a qualified sense; it will re- 
strict them to the circumstances contem- 
plated by the parties: it will not apply 
them to the uncontemplated turn of events, 
but will do therein what is just and reason- 
able. 
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Sir Lindsay Parkinson & Co. Ltd. v 
Commissioner of Works and Public Build- 
ings, [1950] 1 All E.R. 208, was applied. 

In that case the parties had contemplated 
that the work would cost about £5,000,000, 
but there was no provision in the contract 
to that effect. Extras were ordered, bring- 
ing the total cost up to £6,683,056. The 
employers paid that sum, plus an agreed 
profit of £300,000. The contractors then 
claimed extra profit because of the extra 
work, and, despite the absolute terms of 
the contract the Court held that they were 
entitled to reasonable extra remuneration 
on this account. 

The above principle, Denning, L..J., ex- 
plained, ‘‘does not mean that the courts 
no longer insist on the binding force of 
contracts deliberately made. It only means 
that they will not allow the words in which 
they happen to be phrased to become 
tvrannical masters.’’ 


LEASES OF LIVE STOCK 


The practice appears to be growing in 


Australia of ‘‘leasing’’ live stock, especi- 
ally sheep. It is explained in Halsbury’s 
Laws of England, 2nd ed., vol. 20, at p. 14, 
that strictly speaking the term ‘‘lease’’ is 
only applicable to land or any part thereof, 
including minerals and strata below the 
surface, buildings above it, and rights or 
privileges described as incorporeal hered- 
itaments, such as easements, profits a 
prendre, manors, franchises, and tithes. 
Agreements which confer the right of ex- 
clusive possession of goods or chattels for a 
limited time are sometimes called leases. 
The leasing of live stock has been known 
to English law for centuries. In Spencer’s 
Case (1583), 31 Digest 134, it was held 
that ‘‘if a man leases sheep or other stock 
of cattle or any other personal goods for 
any time and the lessee covenants for him 
and his assigns at the end of the time to 
deliver the like cattle or goods as good as 
the things letten were or such price for 
them; and the lessee assigns the sheep 
over, this covenant shall not bind the 
assignee, for it is but a personal contract, 
and wants such privity as is between the 
lessor and lessee and his assigns of the land 
in respect of the reversion. But in the case 
of a lease of personal goods there is not any 
privity, nor any reversion, but merely a 
thing in action in the personalty, which 


eannot bind any but the covenantor, his 
executors, or administrators, who represent 
him.”’ 

The case of Tudgay v. Sampson (1874), 
2 Digest 10, refers to cattle being put on 
‘‘summerleazes.’’ Under this type of lease 
the tenant evidently had the use and milk 
of the landlord’s cattle depastured on the 
leased property. 

In Holme v. Brunskill (1878), 26 Digest 
161, a farm was let to a tenant on a yearly 
basis, including certain hill pastures and a 
flock of 700 sheep. The tenant was given 
notice to quit and on giving up the farm 
it was ascertained that the flock was re- 
duced in number. The lessor then sued a 
surety on his contract that the flock should 
be delivered up in good condition together 
with the farm as originally demised to the 
tenant. 

The last-mentioned case was the subject 
of an article in The Solicitors’ Journal € 
Reporter of 18 January, 1879 (vol. 28, 
p. 208), which reads in part, as follows: 

‘‘The law as to the rights and liabilities 
of lessor and lessee under a letting of live 
stock where no express stipulation is made, 
is laid down by Chief Baron Gilbert (Bae. 
Abr. Lease A.7) in effect as follows: The 
lessee has only the use and profits of the 
cattle during the term and is bound to re- 
deliver to the lessor all the cattle which 


(Continued on page 111) 
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survive the term. On the other hand all 
the young produced during the term belong 
to the lessee and the property in such of 
the cattle as die during the term vests in 
him; but if he kills, sells or gives away the 
cattle leased during the term, he will be 
subject to an action of trespass. 

‘It is evident that these rules could not 
be very satisfactory in practice either to 
lessor or lessee. The lessor has only a possi- 
bility of property in case the cattle survive 
the term, and the lessee is prohibited from 
feeding off, or selling or dealing with the 
cattle as may be most expedient. 

“Tt is not surprising, therefore, that the 
rights granted by express agreement have 
generally been very different from’ those 
implied by law in the absence of agree- 
ment.”’ 

An indirect reference to the leasing of 
cattle is found in the following extract 
from The Law of Animals, by John H. 
Ingham, of the Philadelphia Bar. 


“Tf A delivers cattle to B who promises 
to redeliver them within one year with the 
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natural increase and to pay for such as 
should be lost or destroyed, this is letting 
the cattle for a valuable consideration, 
viz., the return of the increase and not a 
mere naked bailment.’’ Reference is given 
to the case of Putnam vy. Wyley, 8 Johns 
(N.Y.) 432. 

In the Encyclopedia of Forms and 
Precedents, 2nd ed., vol. 8, at p. 533, there 
is a specimen lease entitled ‘‘Lease of 
Sheep Stock included in demise of Farm 
where there is a customary Right of Pas- 
ture attached to Farm (North of Eng- 
land).’’ There is no specific mention of the 
tenant’s right to the wool or the natural 
increase, but there are clauses requiring 
the lessee to deliver up the stock, to pay 
for any deficiency in numbers, quality, or 
condition, or receive payment for any ex- 
cess, and for the outgoing tenant to keep 
excess ewes. There is also provision for a 
surety in the event that the tenant should 
fail to observe his obligations. 

The above may prove interesting to 
readers, as very little seems to have been 
written on this subject, despite its 
antiquity. 





PRIMARY RESPONSIBILITY OF MANAGERS AND ACCOUNTANTS 
Is TO INVESTORS 


Earle C. King, Chief Accountant, Securities & Exchange Commission, said at 
a meeting of the American Accounting Association in September, 1949, that the 
Commission’s administrative policy on financial statement is consistent with the fol- 
lowing recommendations made in 1946 by Professor W. A. Paton. 

‘First management must become more receptive to the view that accounting is 
not designed to paint pictures corresponding to managerial whims and prejudices. 
In other words, management must become more willing to let the accountants call a 
spade a spade—show things as they are rather than as management would like to see 
them. Seeond, accountants must become more resourceful, adaptable, less hidebound, 
so that management may be effectively assisted. Third, both management and ac- 
countants should remember that their primary responsibility is still to the investors 
—those who put up the money—the folks who have been the forgotten men for 
some time.’ 


—From The Journal of Accountancy, January, 1950. 
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STUDENTS’ SECTION 


Edited by 
K. C. KEown, A.C.A. (AUST.), A.M.T.C. 


CONVENTIONS AND DOCTRINES 


by 


J. K. M. Carrouu 


Conventions are the usually-accepted 
ways of doing things, whether in account- 
ing or otherwise, and so we have social con- 
ventions such as raising our hats to women, 
and international conventions such as the 
respect accorded to foreign ambassadors. 
These conventions are of slow growth, and 
change from time to time according to the 
needs of society. In the same way, account- 
ing conventions are the currently-accepted 
ways of keeping or presenting accounting 
data, and they, too, change from time to 
time as the needs of business change. These 
conventions are not the result of conscious 
effort, but have just grown up without any 
underlying philosophy—the result of slow 
and imperceptible changes in _ business 
needs and the concomitant adaptations in 
bookkeeping. 

The main conventions operating to-day 
are the ‘‘accounting period,’’ the ‘‘going 
concern,’’ the ‘‘entity,’’ the ‘‘historical,’’ 
the ‘‘monetary,’’ and the ‘‘form,’’ and 
each of these has grown up to meet some 
specific need. The first businesses at all 
similar to those of our own time were of 
the ‘‘single venture’’ type; that is, the 
whole life of the enterprise lasted perhaps 
only a few months, or, at the most, two or 
three years. At the end of that time the 
business was wound up, the proceeds dis- 
tributed among the owners, and each knew 
just what profit or loss he had made. 
Slowly conditions changed as the ‘‘single 
venture’’ was merged into a continuous 
series of single ventures, until the form 
became the usual business type so familiar 
to-day. 

In the beginning the ‘‘accountant’’ was 
only concerned with recording the receipts 
and expenditures during the venture. 
Slowly that changed, as accountants found 
ways of caleulating profits or losses for 
partially-completed ventures, until to-day 
there is a generally-accepted way of find- 


ing the results for short periods in the life 
of a continuing business. This period of 
time is known as the ‘‘accounting period.”’ 
In early times this period was of any 
length that suited the convenience of the 
owners ; but to-day it is, almost universal- 
ly, one calendar year at its longest, while 
many firms caleulate their results at more 
frequent intervals. From the same histori- 
cal process arose both the ‘‘accounting 
period’’ and the ‘‘going concern’’ conven- 
tions. Just as the slow change from the 
single-venture business to the continuing 
business of to-day brought about the 
division of the total life of a business into 
a number of arbitrarily-determined short 
periods, so the same process brought about 
the ‘‘going concern’’ convention. When 
business was mainly of the single venture 
type, business men and ‘‘accountants”’ 
naturally thought of the single venture as 
the normal thing, and recorded their affairs 
on the assumption that the business was, 
at best, only a temporary affair. With the 
change to the present day, the continuing 
business is regarded as natural, and affairs 
are conducted on the assumption that the 
business has an unlimited life. Hence we 
can see that the ‘‘going coneern’’ conven- 
tion is really, at bottom, an attitude of 
mind, but one with the most far-reaching 
effects. 

From the twin needs of 
need to determine profits or losses for short 
periods of time in the life of a going con- 
cern, and the need to conduct that business 
in such a way that it can continue indefi- 
nitely—come the whole structure of depre- 
ciation accounting, ‘‘balance day adjust- 
ments’’ of all types, as well as the theory 
and practice of sinking funds and many 
of the other practices of modern account- 
ing. Without some workable and accept- 
able method of determining results for 
short periods, present-day taxation would 


business—the 
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be impossible; and the stock exchanges, if 
they had arisen, would have been vastly 
different from what we know. On the other 
hand, without continuing businesses or 
“going concerns’? modern economic life 
would never have come into being. 

Like the ‘‘going concern’’ convention, 
the ‘‘entity’’ convention is an attitude of 
mind; but unlike the ‘‘going concern,’’ is 
of much older origin. It is generally held 
to have arisen under the slave-labour 
economy of Imperial Rome, when no free 
man could, with propriety, engage in 
“‘business,’’ but could do so through the 
agency of a slave. Under such a style of 
business the slave, although the master’s 
absolute property, would have to account 
for his trading activities in much the same 
way as any agent accounts to his principal. 
This, it is believed, brought about that atti- 
tude of mind with which we are so familiar 
—the habit of thinking of a business as 
having a separate existence apart from its 
owners ; an attitude that has received legal 
recognition in our Companies Acts, by 
which an incorporated company is endowed 
with artificial existence and perpetual life. 
This habit of mind is now so universal that 
even a sole trader regards his business as 
having an existence apart from himself, 
and so acts towards it in much the same 
way as he would towards a real person who 
was dependent upon him. 

The fourth, the ‘‘historical’’ convention, 
looks at first sight rather like trying to 
explain the obvious—for it is quite evident 
that we can only ‘‘record’’ or ‘‘account’’ 
for what has passed. This convention, then, 
is merely that we keep our books to record 
the past transactions of a business; but if 
that were all it would hardly be worth men- 
tioning—but it is not all. It draws atten- 
tion to the difference between recording 
the past and prophesying the future. Re- 
cording the past has always been the func- 
tion of the accountant, and the more up-to- 
date the recording the more use will the 
accounts be to management. Over the last 
twenty or thirty years accountants have 
tried, by means of budgets, forecasts, and 
statistical analysis of trends, to plot the 
future course of business affairs, not in 
linute detail, but in broad outlines, in 
much the same way as a navigator sets a 
course for a ship’s captain. It is here that 
great care is needed, for it must never be 
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forgotten that all forecasts are merely 
guesses at what the future holds. Records 
of the past may be accepted as reasonably 
accurate, but to the extent to which they 
are influenced by guesses at the future (for 
example, annual charges for depreciation) 
they can be accepted as tentative results 
only. The accountant must always be care- 
ful to point out to the uninitiated just 
what is fact and what is guesswork. To 
do otherwise is to invite trouble and to 
bring suspicion and diseredit on the pro- 
fession. 


The monetary convention is probably the 
most difficult, and the one likely to cause 
most trouble. It is a double convention; 
one part very simple, the other most 
difficult. The first is simply that accounting 
records are always records in money or in 
something that can be easily expressed in 
money. Frequently we keep records of 
quantities for such things as stock, but 
these things are periodically converted into 
money values. The money used in this re- 
cording process is the usual money of 
account circulating in the place where the 
business is done. This often necessitates a 
further conversion when the firm’s head 
office is in another currency area and 
periodical conversions to the head office 
currency are required. This recording in 
money is something inherent in the 
accounting process, but it has one very 
serious weakness: It ignores so many 
valuable, yet intangible, assets such as the 
skill of employees, the knowledge and 
market contacts of the management, which 
may well be far more valuable than all the 
tangible assets. It may be objected that 
when a business is sold the payment re- 
ceived for goodwill represents a valuation 
of those intangibles. However, sales of a 
business are the exception rather than the 
rule; and further, the sum paid for good- 
will is the result, usually, of some hard 
bargaining rather than any conscious 
attempt to assess the value of those intang- 
ibles, even supposing they could be ae- 
curately priced. 


The second part of the monetary conven- 
tion is one inherent in the use of money. 
The only reason for keeping records is that 
we may assess the results of past transac- 
tions and perhaps use that past as a guide 
to the future. To be used in either of these 
ways the money must be used as a measure 
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of performance in the same way as a stop- 
watch is used to measure the performance 
of an athlete. Unfortunately, money, un- 
like a stop-watch, does not remain constant 
in its values, but changes from time to 
time, sometimes rising, sometimes falling. 
So long as the changes are gradual our 
comparisons and measurements can be 
made with reasonable accuracy, but if the 
changes become too rapid even reasonable 
measurement becomes impossible and all 
recording a waste of time. 

To overcome the difficulties of changing 
values, various proposals have been made, 
but have received little encouragement. 
Two such proposals may be mentioned ; one 
that of H. M. Sweeney in his book Stabil- 
ised Accounting, in which he suggested 
that accounting reports should be prepared 
by applying the current wholesale index 
number to the results found by the conven- 
tional methods of bookkeeping. This would 
be very similar to converting foreign 
branch records for incorporation in head 
office accounts. This proposal has been re- 


ceived coldly, perhaps because the results 
would prove too uncomfortable by convert- 
ing many a good profit (found by conven- 


tional methods) into a substantial loss. 
The other proposal is, in part, being ac- 
cepted. Quite a number of firms are at 
present writing-up the values of their 
assets to conform to current prices, and 
many are using the consequent gains to 
issue ‘‘bonus shares.’’ Of course, this is 
only suitable for ‘‘fixed’’ assets acquired 
during times of low prices, and it is being 
made during times of rapidly-rising price 
levels. When, and if, prices eventually fall, 
it will be interesting to see if values can 
be reduced with such little opposition or 
comment as is now being raised. 

The last convention is that of form. 
Until about thirty years ago, accounting 
records were regarded rather as necessary 
evils than as some vital, essential part of 
business. The accountant then was ex- 
pected to see that proper records were kept 
of amounts owing by and to the business, 
and to see that payments were received and 
made at the right time, and, of course, to 
find out periodically what profit or loss had 
been made. No one thought of using the 
accounts to help steer the business course, 
and managers and owners relied on other 
departments for their vital information. 
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Then came the First World War, followed 
by difficult trading conditions and the 
great depression. 3usiness men _ began 
looking for new tools of management, and 
the answer was found partly in accounting, 
and so the form of presentation of account- 
ing data became important. Until then, 
presentation was confined mainly to pub- 
lished accounts, which were regarded as 
legal duties to be performed with as little 
ceremony as possible. Consequently, pub- 
lished accounts were largely copied straight 
from the ordinary accounts, so that little 
time would be wasted, and the ‘‘T’’ form 
of report was universal. In fact, the old 
Victorian Companies Act made the ‘‘T” 
form of presentation the standard. For- 
tunately, that is changing, and most ae- 
countants are anxious to present their in- 
formation in as readable a form as possible. 
Here we have a convention in the process 
of changing, and changing rapidly, under 
the influence of accounting doctrine and 
the changing needs of business. The new 
attitude towards form of presentation goes 
much further than just published accounts. 
No longer is the accountant hampered by 
bound books and cumbersome methods, but 
he can experiment to achieve the greatest 
economy in collection and the best effect in 
presentation of his data, not only for pub- 
lication but for all accounting purposes. 
In contrast to accounting conventions 
are accounting doctrines. Instead of being 
the result of slow growth and continuous 
adaptation to changing needs, doctrines 
are the ideals set forth by leaders of 
accounting thought. In this way they are 
always running some distance ahead of 
current practices, and they represent & 
questioning of conventional methods and a 
desire to see something better in their 
place. Conventions are the result of follow- 
ing business needs, while doctrines seek to 
blaze a trail for business to follow. The 
main doctrines of the present are: con- 
servatism, matching of costs and income, 
consistency, materiality and disclosure. 
The doctrine of conservatism advocates 
allowing for all known and expected losses, 
costs and outgoings, but without taking 
advantage of any gains until such galls 
have become a realisable certainty. In this 
way there is a tendency to understate the 
actual position by writing off _ losses 
immediately they become evident, while on 
the other hand ignoring gains such as may 
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arise from general price increases until 
such gains have been realised by sale. In 
its ideal form the doctrine would advocate 
writing off losses only to the extent actual- 
ly required. For example, periodical 
allowances for depreciation would be just 
lowances for depreciation would be just 
sufficient to write off the item over its use- 
ful life, taking scrap value into account. 
Unfortunately, the length of life of any- 
thing cannot be known in advance, with the 
result that any periodical charges for de- 
preciation can only be, at best, good 
guesses, and the result is always a tendency 
to allow ‘‘a bit extra’’ as an insurance 
against allowing too little, and so secret 
reserves are created. These secret reserves 
may come about in two ways: by overstat- 
ing losses such as depreciation, and by 
ignoring gains. The former is not very 
serious, for adjustment can be made when- 
ever an item of plant is sold or scrapped; 
but the latter, being cumulative and not 
subject, usually, to adjustments, may, after 
atime, give rise to a very large secret re- 
serve. 


A good example of the latter is 
found in firms which have been holding 
land for a lengthy period in a rapidly- 


growing city. Here it will generally be 
found that the book value is really absurd- 
ly small compared with even a most con- 
servative current estimate. Opposed to the 
doctrine of conservatism there is the 
frequently-adopted practice of deliberately 
creating secret reserves. by writing off ex- 
cessively large amounts as ‘‘depreciation’’ 
of some other charge inflated beyond any 
reasonable amount. The application of the 
doctrine of conservatism can be easily 
justified by financial history, but excessive 
writing down is open to the most serious 
objections. Financial history shows many 
illustrations of the disasters which have 
followed either the taking of gains before 
they were realised or the failure to accept 
losses as they became evident. Thus we see 
that the doctrine, despite its emphasis on 
one side (that is, losses) is based on sound 
foundations. On the other hand, the de- 
liberate creation of secret reserves cannot 
be defended, for they are only created to 
deceive, and no matter how good the inten- 
tions may be there still remains the oppor- 
tunity for manipulations and fraud. 

_ The doctrine of matching of costs and 
Income is the latest development in the 
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theory of determining profits or losses for 
the accounting period. In early business 
ventures there was no clear distinction be- 
tween various types of assets, but as busi- 
ness gradually changed from the single 
venture to the continuing type we know, 
the business man came to regard certain 
assets as more or less permanent, and 
others as more or less temporary. From 
this rather nebulous division arose the dis- 
tinction between ‘‘capital assets’’ and 
‘*trading assets,’’ with the concomitants of 
‘‘eapital expenditure’’ and ‘‘revenue ex- 
penditure’’—the former denoting the costs 
of acquiring capital assets such as plant 
and buildings, and the latter the costs of 
securing a stock of goods for sale and in- 
eluding the costs of maintenance of the 
capital assets. This artificial division has 
now given way to the more logical defini- 
tion of all expenditure as revenue expen- 
diture of one of two types: one being for 
immediate use or consumption, and the 
other for future use or consumption. The 
former may be for the purchase or produc- 
tion of goods for future use, such as plant 
and equipment. This latter represents ex- 
penditure to be used slowly, bit by bit, as, 
for example, plant which wears out in the 
process of producing goods for sale; and 
so we may think of the finished goods as 
being made up of two kinds of materials: 
tangible and intangible. The _ tangible 
goods are the raw materials used in pro- 
duction, and the intangible goods the 
labour, both direct and indirect, together 
with the wear or depreciation of the plant 
used. Consequently, the charges or costs 
appearing in the revenue accounts are of 
two kinds: one for the costs of tangible 
goods required, and the other for the in- 
tangible goods used in either production 
or marketing. Turning now to the other 
side of the revenue account, we find income 
from the various activities of the business, 
but mainly from the sale of goods or ser- 
vices. 


sc 


The matching of costs and income is, 
then, the allocation for an accounting 
period of the income earned in that period 
and of the costs incurred in earning that 
income. By ‘‘matching’’ or comparing 
those costs with that income we are able 
to determine the profit or loss for the 
period. This doctrine is still very new, and 
its influence is only just beginning to make 
itself felt. It is, for example, still unusual 
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for firms to make annual allocations to 
revenue of amounts to cover the deprecia- 
tion of buildings, and as far as taxation is 
concerned depreciation of buildings is 
almost unheard of. Yet there is nothing 
more certain that buildings do depreciate, 
and in time need replacement, and we may 
be sure that this doctrine will eventually 
lead to a much better appreciation of the 
necessity for treating all deferred revenue 
expenditure as being merely a deferred 
operating cost which must, somehow or 
other, sooner or later, be passed through 
the revenue accounts, instead of being 
placed forever in some vacuum entitled 
‘capital asset acquired through capital ex- 
penditure.”’ 

The doctrine of consistency draws atten- 
tion to the need to maintain a consistent 
policy in the keeping of accounts. When 
single ventures were the rule, periodical 
valuations of inventories and allowances 
for depreciation would have been meaning- 
less; but with the change to the going con- 
cern economy the determination of periodi- 
eal profit or loss made those a necessity. 
There is, however, no universally-accepted 
basis for valuing stock or calculating de- 
preciation. There are quite a number of 
ways of valuing stock, and each has its 
advocates and each its advantages and dis- 
advantages. Similarly, there are a number 
of ways of treating depreciation, and none 
is universally applicable. Still, it will 
generally be found that one method is more 
suited to a particular business than many 
of the possible alternatives. It has now 
become a cardinal point of accounting pro- 
cedure that once a method of doing a cer- 
tain thing is adopted it must be followed 
year by year, and this is the essence of the 
doctrine of consistency. To alter the 
method is to upset the basis of comparison 
between one period and another, and so 
allow room for misinterpretation and even 
fraud. It must not be thought that these 
modes of procedure are completely unalter- 
able, for should it be found that any par- 
ticular method is no longer suitable, a 
better one could be adopted, but only with 
the utmost caution and after the most care- 
ful consideration. Further, it is essential 
that every person who may be using the 
records should be informed of the alteration 
and the effect the alteration is likely to have 
on the final results. For example, if the 
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basis of calculating the value of stock is 
changed, there must be some effect on the 
profit or loss for the period, and conse. 
quently any comparisons with past periods 
would be distorted or destroyed. Hence the 
need for the utmost care and publicity if 
charges of manipulation or concealment are 
to be avoided and if the past records are 
still to be of any use for comparison with 
current results. 

The doctrine of materiality points to the 
need to give precision and meaning to the 
items appearing in accounting records. In 
some published accounts of even a few 
years ago it was not uncommon to find one 
or two very large items making up perhaps 
ninety per cent. of the total assets, followed 
by a long string of unimportant items of 
no interest to the reader. Such a statement 
was virtually useless, and could easily be 
most confusing and misleading. There is, 
then, a need to see that all accounting data 
has a meaning and.a purpose, that it is 
not overlaid by unintelligible words and 
phrases, and that each item receives the 
emphasis to which it is entitled. This, then, 
is the doctrine of materiality, and already 
there has been a marked change for the 
better in all accounting terms, whether 
used in published statements or for inter- 
nal records. Part of the application is seen 
in the tendeney in published reports to 
omit shillings and pence and to abolish 
‘‘omnibus’’ headings, with a great gain in 
clarity and readability. 

Finally, there is the doctrine of dis- 
closure, a doctrine which over the last 
twenty years has had a most profound and 
far-reaching effect on all aspects of account- 
aney. Until about 1930, business was 
concerned, with few exceptions, to go along 
complacently, ignoring the growing de- 
mands for more information about its 
affairs. True, there were some_ business 
leaders already giving much more that 
they were required by law to do, but they 
were in a minority. In the 1930’s came the 
great depression, and with it a series of 
financial failures and the discovery of some 
very big frauds. For business men and 
accountants, one of the most important 
commercial cases ever to come before the 
courts was that of the Royal Mail Steam 

-acket Co. Ltd. The ease itself was not 
particularly noteworthy, being concerned 
with some false statements alleged to have 
been made in a prospectus, but the views 
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Students’ Section—-continued 

expressed by Mr. Justice Wright during 
the case have had more far-reaching effects 
than probably any single judicial state- 
ment concerning business affairs. The 
judge strongly criticised the existence and 
use of secret reserves, and pointed out how 
easily they could be used for fraud and 
manipulation to the detriment of share- 
holders and others. He went further, and 
declared that shareholders had every right 
to be told the facts regarding the conduct 
of their company’s affairs. 


Beginning with this case, the doctrine of 
disclosure has had a rapid development. 
Starting with the right of shareholders to 
be told sufficient about their business to 
enable them to form a valid judgment as 
to its true worth and prospects, it has been 
extended to cover the demands of many 
other interested groups. Disclosure goes 
further than just the right to receive in- 
formation—it also covers the way in which 
that information is presented, for unless 
the data is given in an understandable way 
the outsider is no better off than formerly. 
Accordingly, accountants are to-day much 
concerned to see that their reports are in- 
formative and attractive in both form and 
content. 


In the early industrial age, business was 
the concern of a few. Only a few businesses 
catered for the needs of a few consumers, 
and ‘‘joint stock’’ enterprise was the ex- 
ception rather than the rule, as to-day. In 
those days, business men were more con- 
cerned with keeping their information 
away from competitors than they were 
with disclosure, and perhaps they were 
right. Now, when the bulk of the people is 
vitally concerned to see that business is 
performing its function of supplying goods 
and services in ever-increasing quantities 
and at reasonable costs, the right to dis- 
closure goes much further than a few 
shareholders. All sections of the community 
—organised labour, consumers, government 
planners, to mention only a few—are con- 
cerned with our economic way of life. Ade- 
quate disclosure can only benefit business 
by bringing understanding and respect. If 
there is nothing to hide, then business has 
everything to gain from proper disclosure ; 
but if there is anything to hide then the 
Sooner it is done away with the better for 
the future of our way of living. 
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Probably the most outstanding charac- 
teristic about accounting conventions is 
their mutual compatability. Being of slow 
growth and steady development, they fit 
into the pattern without overlapping; each 
appears to occupy its own special place in 
the warp and weft of accounting pro- 
cedure. We must not, therefore, be sur- 
prised if accounting doctrines upset that 
pattern, for they have been developed for 
just that purpose, and no idea can be 
classed as a doctrine which just accepts 
the traditional ways of doing things with- 
out questioning. To see the effect of doc- 
trines we have only to examine the changed 
attitude towards disclosure. The very fact 
that that information is being made avail- 
able, and made available willingly, is due 
to the preaching of the doctrine of dis- 
closure. In earlier times, there was little, 
if any, need for disclosure, and the current 
need for it is entirely due to the changed 
emphasis on business, which, from small 
beginnings, has become a dominating in- 
fluence in our lives. 


In contrast to accounting conventions, 
accounting doctrines are not so mutually 
compatible; each conflicts with the others 
to some extent, and each pushed to its 
limit would make one or other of the others 
impossible. Contrast, for example, the doc- 
trine of disclosure with that of conservat- 
ism. Full and complete disclosure is im- 
possible with the doctrine of conservatism 
emphasising losses and ignoring some 
gains. Again, perfect consistency is incom- 
patible with the matching of costs and in- 
come when price fluctuations upset the 
basis on which stock is either charged into 
production or calculated for inclusion in 
the balance sheet. It may, then, seem 
strange that so much thought has been 
given to the development and application 
of these doctrines when they cannot be 
made mutually compatible one with 
another, and it may be felt that, because of 
that apparent weakness, the whole theory 
is rather a waste of time. Perhaps this 
would be so if this experience of conflicting 
ideas were confined to accounting, but it 
should be realised that it is an experience 
common to all fields of human activity. 
Consider, for example, the engineer who 
wishes to make a perfect machine. He will 
want to make it resistant to all wear so that 
it will be economical to run, and he will 
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Students’ Section—continued 
want to make it as accurately as possible. 
At first sight the two ideals seem perfectly 
compatible—wear resistance coupled with 
accurate finish. The trouble arises from the 
fact that if the materials are made so hard 
as to withstand all wear, it will be im- 
possible to shape the machine at all, let 
alone make it accurately. To overcome this 
difficulty the engineer compromises by 
making his materials hard enough to with- 
stand all normal wear for a reasonably 
long time, and yet soft enough to be 
machined with economy of tools and time. 
Again, consider an athlete who can run 
one hundred yards at a very fast pace or 
one mile at a slower pace. He cannot run 
his fastest for the whole mile, but must 
compromise between speed and conserva- 
tion of energy. 

It is this spirit of compromise that runs 
through all fields of human thought and 
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activity—the balancing of one ideal against 
another so that the best of each is preserved 
without the loss of either. It is this spirit 
that we must bring to the study and use 
of our accounting doctrines—a determina- 
tion to get the best from each without sac- 
rificing the benefits of the others. Con- 
sidering, for example, the doctrine of dis- 
closure as opposed to that of conservatism, 
we find that if either is carried to its ex- 
treme the other would be completely de- 
stroyed. Accordingly, we must compromise 
by making the greatest disclosure practic- 
able while at the same time following the 
canons of sound financial management by 
taking reasonable provisions for all known 
and expected losses and ignoring prob. 
lematical gains. Only in this way can we 
get the full benefit from our accounting 
doctrines, and only in this way can ae- 
counting develop as it should. 





PENSIONS AND RETIREMENT 


Wish I knew all the answers—that is, the right ones. 


The bones of contention 


about which business is now having dog-fights (and in the front yard, too) are pen- 
sions and retirement. The coal industry gnawed on such a bone this winter; while 
the miners’ kids went without enough to eat, the railroads limped along without 
enough coal, hospitals decreased their heat, and some schools closed. 

Then the Chrysler crowd got hold of another such bone; and, while the city fed 
workers’ families, the dog-fight went on, and on, with much growling and biting. 

The question is, what should industry do for its workers when they get old? The 
only answer that is being propounded is, retire them on a pension. And $100 a month 
is the magic figure! Most questions have several answers—that is, there is more than 
one way to skin a eat, go from Albany to Saranac Inn, or catch a mess of trout. 

Getting the problem down to base facts, we find we have: 

1. A certain person, a normal human being. 

2. He has worked for many years for one concern, gone there each day, and 
left when the gong clanged. 

3. As the years went along his pay increased, and his abilities increased. 

4. Then he gets to be age 65 (or 70, or something). 

Bang! He isn’t any good anymore. That’s a crazy idea if you ever saw one— 
and you have seen plenty. Retirement is not the answer. The old employee needs to 
go down the stairs he has climbed up—not get shoved out the window. He needs less 
exacting work, for less pay, with less pressure. Let him work down the same as he 
worked up. There is more to retirement and pensions than reserve accounts and 


actuarial factors. 


—From The N.Y. Certified Public Accountant, May, 1950. 





1951 


Linst 
rved 
pirit 
use 
\ina- 
sac- 
Con- 
dis- 
tism, 
3 ex- 
r de- 
mise 
ictic- 
r the 
it by 
10Wn 
prob: 
n we 
nting 
1 ac- 


ition 
pen- 
vhile 
hout 


r fed 


The 
onth 
than 


_ and 


one— 
ds to 
s less 
as he 
; and 


1950. 


March, 1951 


The Australian Accountant 


End pages 
by 


Angus Cancaster 


Magdalen College 

A reader has asked why is Magdalen 
College, Oxford, pronounced ‘‘Maudlin’’? 
The College, whose full name is ‘‘The 
College of St. Mary Magdalene,’’ was 
founded in 1457. Now, in Middle English 
the lady’s name was spelt ‘‘Maudelein,’’ 
which, through laziness, was contracted in 
speech to a word of two syllables, ‘‘Maud- 
lin.’”’ The adjective ‘‘maudlin,’’ meaning 
sobbing, morbidly sentimental, is derived 
from St. Mary Magdalene ,who has been 
depicted as shedding tears of penitence. 

If it be correct that the three Marys 
of the Gospels are not identical, history 
has maligned the Saint by confusing her 
with the woman mentioned in Luke vii. 
36-50, who washed our Saviour’s feet with 
her tears. Because of this, St. Mary Mag- 
dalene has for long been regarded as a 
woman whose early life was profligate. 

The question is discussed by a fine 
scholar in the Catholic, Encyclopedia, 
Vol. IX, pp. 761-2, who holds the view 
that the ‘‘sinner,’’ the sister of Martha 
and Lazarus, and Mary Magdalene were 
one and the same. 

We do know that Mary of Magdala was 
a woman ‘‘out of whom He had east 
seven devils’? and who believed in Him 
and followed Him. She was one of the 
women who stood by the Cross and one of 
those who went with spices to the Sepul- 
thre. To her our Saviour first appeared 
after His resurrection (John xx. 11-18). 
Whatever else may be obscure, hers is a 
story of unswerving faith. 

Magdelan College is the most beautiful 
of the Oxford Colleges. This is proved by 
the fact that members of all other Colleges 
say their College is the most beautiful and 
Magdelan second. 


You Can’t Get Butter out of a 
Dog’s Mouth 
In November, 1949, Mr. Justice Croom- 
Johnson, of the English High Court 
\4-G. v. Jeanne Antoine) dismissed a 
laxation appeal. Under the English sys- 
tm of deducting taxation from employee’s 


wages the lady had deducted the sum of 
232/13/-. She put the money in a separate 
bag and put the bag in a safe until the due 
date of sending in a return to the local 
Collector of Taxes. Before that date 
thieves broke in and stole from the safe 
the moneys in it, including this bag and 
the money in it. The lady claimed that 
this money was held at the risk of the 
Revenue and that the loss fell upon the 
Crown. This contention was rejected by 
the Court. Her counsel advanced a num- 
ber of ingenious arguments which were 
also rejected. One of them is a gem, which 
was answered by his Lordship in the fol- 
lowing way: 

‘In the Answer to the Attorney- 
General’s Information in this case, which 
is referred to as part of the agreed state- 
ment of facts in the Case, it is suggested 
that the lady had fully and truly ac- 
counted for the said sum of money in a 
letter of the Ist February, 1946. Who- 
ever put that forward must have put it 
forward with his tongue in both his 
cheeks. Instead of this lady giving an 
account of it, all she says in the letter 
about it is what sums of money she had 
deducted and put in the bag in the safe 
along with other money, and that the 
premises had been burgled, so that the 
amount she had deducted from her em- 
ployees’ wages had been lost. That is not 
to account for the money within the mean- 
ing of this section. It is saying how much 
had been deducted with an intimation that 
she is not going to pay it over. In my 
opinion, that is the effect of the letter of 
the Ist February, 1946.’’ 

What interests me here is—how can you 
put your tongue in both cheeks, 7.e. con- 
temporaneously ? 

The good wine is kept to the last. After 
judgment was given against the lady 
the Solicitor-General magnaminously an- 
nounced (at the expense of all the other 
taxpayers of the Realm) that he did not 
ask for costs. Then Mr. Rodger Winn, 
counsel for the lady, got up and said, ‘‘I 
am afraid your Lordship may regard me 
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rather unkindly when I say this, but I ask 
your Lordship to say that I need not pay 
this money over for four weeks so that I 
may have an opportunity of considering 
an appeal.’’ Mr. Justice Croom Johnson 
replied, ‘‘No. The reason for a stay of 
execution, as a rule, is because there is 
some question as to whether, if an appeal 
is launched and the appeal is successful, 
you will not succeed in getting butter out 
of a dog’s mouth. In this case you will 
get your money back if you appeal and 
succeed.’? Mr. Rodger Winn rejoined: 
‘Yes, my Lord, I shall get my money 
back.’’ 

Good old Rodger, I wish you luck! I 
never hear the name, Rodger, without re- 
calling an incident at Malta when we were 
being shown over Fort St. Angelo, the 
oldest fort in the world still in operation. 
Our guide was our esteemed friend Com- 
mander Bowerman, who has written a book 
on Fort St. Angelo. The Commander fre- 
quently drew our attention to the part 
played in the construction of the Fort by 
a celebrated Knight called Rodger the 
Norman. The day was hot, the climb was 
steep, and the interest began to flag. Sud- 
denly, after the forty-seventh reference to 
Rodger the Norman, the Commander’s 
irrepressible sister called out, ‘‘I’m sick of 
jolly old Norman the Rodger; let’s go and 
have tea.’’ 


COINAGE REFORM 

Great Britain, Australia, New Zealand, 
and South Africa are the only countries 
left to persist with a non-decimal coinage 
system, and I understand South Atrica 
has expressed its intention of adopting the 
decimal system. 

I kept accounts for some years in Egypt 
and can vouch for the very great saving 
in time and gain in accuracy by the use 
of the decimal system. In that country the 
unit is the piastre, worth in my time about 
23d., and known to the troops as ‘‘disas- 
ters.”” One hundred piastres made an 
Egyptian pound. The piastre itself was 
divided into 10 milliemes, so that a mil- 
lieme was worth about a farthing. 

Books of account were kept in pounds 
and milliemes, the millieme being one- 
thousandth part of a pound, and sums 
were simply expressed thus: £28.257; that 
is, £28, 25 piastres, and 7 milliemes. 
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Australia could adopt a decimal system 
by changing to pounds and cents, a cent! 
being one-hundredth part of a pound, s0 
that: 

100 cents = £1 
50 == Ws. 
5s. 

10 2s. 
5 Is. 
2 = 4.8d. 
1 = 2.4d. 
4 == 134. 
+ == £8. 

, From and including 1s. upwards, the 
change would be a relatively simple mat-) 

ter. The ‘‘catch,’’ of course, appears in} 

the coins below ls., because at present 12 
pennies make a shilling. It will be seen¥ 

from the above table that 24 cents equals: 

6d., and it might be preferable to issue 24 

cent coins in.lieu of 2-cent coins. 


Difficulties arise in the small things off 
life. A 2d. newspaper would sell for 1 
eent, or 2.44. A 3d. newspaper would sell 
for 1.5 cents, or 3.6d. So also, a 3d. tramy 
fare would then cost 1.5 cents, an increasé 
of about $d. On the other hand, a 5d. tram 
fare would be 2 cents, or 4.8d., a reduction} 
of about a farthing. On the whole, the 
tramway authorities would gain by substi¥ 
tuting a 14-cent and 2-cent fare for the 
existing 3d. and 5d. fares. ‘ 

In times of stable prices the suggested 
changes would cause a great tumult, par 
ticularly if prices were rounded upward& 
In the present inflationary days ti 
changes would hardly cause a_ ripple 
among the general public. . 


” 


The change would, of course, cause some 
nervousness amongst the vendors and usé 
of cash registers, adding and other mai 
ines where records are made in pounds 
shillings, and pence. But the saving 
bookkeeping and other recording, not for 
getting the typistes, would soon pay { 
the cost of alterations to or replacemetl 
of the machines. : 

The Government should make a hand 
some profit on the deal. The cost of primi 
ing the new notes and of minting the new 
money would be paid for by the incom 
tax dodgers. Vast quantities of mattre®l 
money would never be converted. 

*A 25-cent note would be a useful addition 0 
the present currency. 
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